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Financial crisis of 2007—2010 


The financial crisis of 2007—2008, also known as the global financial crisis and 
the 2008 financial crisis, is considered by many economists to have been the 
worst financial crisis since the Great Depression of the 1930s. 


It began in 2007 with a crisis in the subprime mortgage market in the United States, 
and developed into a full-blown international banking crisis with the collapse of the 
investment bank Lehman Brothers on September 15, 2008. Excessive risk-taking by 
banks such as Lehman Brothers helped to magnify the financial impact globally. 
Massive bail-outs of financial institutions and other palliative monetary and fiscal 
policies were employed to prevent a possible collapse of the world financial system. 
The crisis was nonetheless followed by a global economic downturn, the Great 
Recession. The European debt crisis, a crisis in the banking system of the European 
countries using the euro, followed later. 


The Dodd—Frank Wall Street Reform and Consumer Protection Act of 2010 was 
enacted in the US in the aftermath of the crisis to "promote the financial stability of 
the United States". The Basel III capital and liquidity standards were adopted by 
countries around the world. 


The precipitating factor for the Financial Crisis of 2007—2008 was a high default rate 
in the United States subprime home mortgage sector — the bursting of the "subprime 
bubble". While the causes of the bubble are disputed, some or all of the following 
factors must have contributed. 


e Low interest rates encouraged mortgage lending. 

e Securitization. Many mortgages were bundled together and formed into new 
financial instruments called mortgage-backed securities, in a process known 
as securitization. These bundles could be sold as (ostensibly) low-risk securities 
partly because they were often backed by credit default 
swaps insurance. Because mortgage lenders could pass these mortgages (and 
the associated risks) on in this way, they could and did adopt loose 
underwriting criteria (due in part to outdated and lax regulation). 

e Lax regulation allowed predatory lending in the private sector, especially after 
the federal government overrode anti-predatory state laws in 2004. 

e The Community Reinvestment Act (CRA), a US federal law designed to help 
low- and moderate-income Americans get mortgage loans encouraged banks to 
grant mortgages to higher risk families. 

e Mortgage guarantees. Many of the subprime (high risk) loans were bundled and 
sold, finally accruing to quasi-government agencies (Fannie Mae and Freddie 


Mac). The implicit guarantee by the US federal government created a moral 
hazard and contributed to a glut of risky lending. 


The accumulation and subsequent high default rate of these subprime mortgages led to 
the financial crisis and the consequent damage to the world economy. 


High mortgage approval rates led to a large pool of homebuyers, which drove up 
housing prices. This appreciation in value led large numbers of homeowners 
(subprime or not) to borrow against their homes as an apparent windfall. This 
"bubble" would be burst by a rising single-family residential mortgages delinquency 
rate beginning in August 2006 and peaking in the first quarter, 2010. 


The high delinquency rates led to a rapid devaluation of financial instruments 
(mortgage-backed securities including bundled loan portfolios, derivatives and credit 
default swaps). As the value of these assets plummeted, the market (buyers) for these 
securities evaporated and banks who were heavily invested in these assets began to 
experience a liquidity crisis. Freddie Mac and Fannie Mae were taken over by the 
federal government on September 7, 2008. Lehman Brothers filed for bankruptcy on 
September 15, 2008. Merrill Lynch, AIG, HBOS, Royal Bank of Scotland, Bradford 
& Bingley, Fortis, Hypo Real Estate, and Alliance & Leicester were all expected to 
follow—with a US federal bailout announced the following day beginning with $85 
billion to AIG. In spite of trillions paid out by the US federal government, it became 
much more difficult to borrow money. The resulting decrease in buyers caused 
housing prices to plummet. 


While the collapse of large financial institutions was prevented by the bailout of banks 
by national governments, stock markets still dropped worldwide. In many areas, the 
housing market also suffered, resulting in evictions, foreclosures, and prolonged 
unemployment. The crisis played a significant role in the failure of key businesses, 
declines in consumer wealth estimated in trillions of US dollars, and a downturn in 
economic activity leading to the Great Recession of 2008-2012 and contributing to 
the European sovereign-debt crisis. The active phase of the crisis, which manifested as 
a liquidity crisis, can be dated from August 9, 2007, when BNP Paribas terminated 
withdrawals from three hedge funds citing "a complete evaporation of liquidity". 


The bursting of the US housing bubble, which peaked at the end of 2006, caused the 
values of securities tied to US real estate pricing to plummet, damaging financial 
institutions globally. The financial crisis was triggered by a complex interplay of 
policies that encouraged home ownership, providing easier access to loans for 
subprime borrowers, overvaluation of bundled subprime mortgages based on the 
theory that housing prices would continue to escalate, questionable trading practices 
on behalf of both buyers and sellers, compensation structures that prioritize short-term 


deal flow over long-term value creation, and a lack of adequate capital holdings from 
banks and insurance companies to back the financial commitments they were 
making. Questions regarding bank solvency, declines in credit availability, and 
damaged investor confidence affected global stock markets, where securities suffered 
large losses during 2008 and early 2009. Economies worldwide slowed during this 
period, as credit tightened and international trade declined. Governments and central 
banks responded with unprecedented fiscal stimulus, monetary policy expansion and 
institutional bailouts. In the US, Congress passed the American Recovery and 
Reinvestment Act of 2009. 


Many causes for the financial crisis have been suggested, with varying weight 
assigned by experts. 


e The US Senate's Levin—Coburn Report concluded that the crisis was the result 
of "high risk, complex financial products; undisclosed conflicts of interest; the 
failure of regulators, the credit rating agencies, and the market itself to rein in 
the excesses of Wall Street." 

e The Financial Crisis Inquiry Commission concluded that the financial crisis 
was avoidable and was caused by "widespread failures in financial 
regulation and supervision", "dramatic failures of corporate 
governance and risk management at many systemically important financial 
institutions", "a combination of excessive borrowing, risky investments, and 
lack of transparency" by financial institutions, ill preparation and inconsistent 
action by government that "added to the uncertainty and panic", a "systemic 
breakdown in accountability and ethics", "collapsing mortgage-lending 
standards and the mortgage securitization pipeline", deregulation of over-the- 
counter derivatives, especially credit default swaps, and "the failures of credit 
rating agencies" to correctly price risk. 

e The 1999 repeal of the Glass-Steagall Act effectively removed the separation 
between investment banks and depository banks in the United States. 

e Critics argued that credit rating agencies and investors failed to accurately price 
the risk involved with mortgage-related financial products, and that 
governments did not adjust their regulatory practices to address 21st-century 
financial markets. 

e Research into the causes of the financial crisis has also focused on the role of 
interest rate spreads. 

e Fair value accounting was issued as US accounting standard SFAS 157 in 2006 
by the privately run Financial Accounting Standards Board (FASB)—delegated 
by the SEC with the task of establishing financial reporting standards. This 
required that tradable assets such as mortgage securities be valued according to 
their current market value rather than their historic cost or some future expected 


value. When the market for such securities became volatile and collapsed, the 
resulting loss of value had a major financial effect upon the institutions holding 
them even if they had no immediate plans to sell them. 

e The immediate cause or trigger of the crisis was the bursting of the US housing 
bubble, which peaked in 2006/2007. Already-rising default rates on "subprime" 
and adjustable-rate mortgages (ARM) began to increase quickly thereafter. 

e Easy availability of credit in the US, fueled by large inflows of foreign funds 
after the Russian debt crisis and Asian financial crisis of the 1997-1998 period, 
led to a housing construction boom and facilitated debt-financed consumer 
spending. As banks began to give out more loans to potential home owners, 
housing prices began to rise. Lax lending standards and rising real estate prices 
also contributed to the real estate bubble. Loans of various types (e.g., 
mortgage, credit card, and auto) were easy to obtain and consumers assumed an 
unprecedented debt load. 

e As part of the housing and credit booms, the number of financial agreements 
called mortgage-backed securities (MBS) and collateralized debt 
obligations (CDO), which derived their value from mortgage payments and 
housing prices, greatly increased. Such financial innovation enabled institutions 
and investors around the world to invest in the US housing market. As housing 
prices declined, major global financial institutions that had borrowed and 
invested heavily in subprime MBS reported significant losses. 

e Falling prices also resulted in homes worth less than the mortgage loan, 
providing the lender with a financial incentive to enter foreclosure. The 
ongoing foreclosure epidemic that began in late 2006 in the US and only 
reduced to historical levels in early 2014 drained significant wealth from 
consumers, losing up to $4.2 trillion in wealth from home equity. Defaults and 
losses on other loan types also increased significantly as the crisis expanded 
from the housing market to other parts of the economy. Total losses are 
estimated in the trillions of US dollars globally . 


While the housing and credit bubbles were building, a series of factors caused the 
financial system to both expand and become increasingly fragile, a process 

called financialization. US government policy from the 1970s onward has 
emphasized deregulation to encourage business, which resulted in less oversight of 
activities and less disclosure of information about new activities undertaken by banks 
and other evolving financial institutions. Thus, policymakers did not immediately 
recognize the increasingly important role played by financial institutions such as 
investment banks and hedge funds, also known as the shadow banking system. Some 
experts believe these institutions had become as important as commercial (depository) 
banks in providing credit to the US economy, but they were not subject to the same 
regulations. 


These institutions, as well as certain regulated banks, had also assumed significant 
debt burdens while providing the loans described above and did not have a financial 
cushion sufficient to absorb large loan defaults or MBS losses. These losses affected 
the ability of financial institutions to lend, slowing economic activity. Concerns 
regarding the stability of key financial institutions drove central banks to provide 
funds to encourage lending and restore faith in the commercial paper markets, which 
are integral to funding business operations. Governments also bailed out key financial 
institutions and implemented economic stimulus programs, assuming significant 
additional financial commitments. 


The US Financial Crisis Inquiry Commission reported its findings in January 2011. It 
concluded that: 


... the crisis was avoidable and was caused by: 


e widespread failures in financial regulation, including the Federal 
Reserve's failure to stem the tide of toxic mortgages; 

e dramatic breakdowns in corporate governance including too many 
financial firms acting recklessly and taking on too much risk; 

e an explosive mix of excessive borrowing and risk by households and 
Wall Street that put the financial system on a collision course with crisis; 

e key policy makers ill prepared for the crisis, lacking a full understanding 
of the financial system they oversaw; 

e and systemic breaches in accountability and ethics at all levels. 


— Financial Crisis Inquiry Commission — Press Release — January 27, 
2011 


The 2000s were the decade of subprime borrowers; no longer was this a segment left 
to fringe lenders. The relaxing of credit lending standards by investment banks and 
commercial banks drove this about-face. Subprime did not become magically less 
risky; Wall Street just accepted this higher risk. During a period of tough competition 
between mortgage lenders for revenue and market share, and when the supply of 
creditworthy borrowers was limited, mortgage lenders relaxed underwriting standards 
and originated riskier mortgages to less creditworthy borrowers. In the view of some 
analysts, the relatively conservative government-sponsored enterprises (GSEs) policed 
mortgage originators and maintained relatively high underwriting standards prior to 
2003. However, as market power shifted from securitizers to originators and as 
intense competition from private securitizers undermined GSE power, mortgage 
standards declined and risky loans proliferated. The worst loans were originated in 


2004—2007, the years of the most intense competition between securitizers and the 
lowest market share for the GSEs. 


As well as easy credit conditions, there is evidence that competitive pressures 
contributed to an increase in the amount of subprime lending during the years 
preceding the crisis. Major US investment banks and GSEs such as Fannie 

Mae played an important role in the expansion of lending, with GSEs eventually 
relaxing their standards to try to catch up with the private banks. 


A contrarian view is that Fannie Mae and Freddie Mac led the way to relaxed 
underwriting standards, starting in 1995, by advocating the use of easy-to-qualify 
automated underwriting and appraisal systems, by designing the no-down-payment 
products issued by lenders, by the promotion of thousands of small mortgage brokers, 
and by their close relationship to subprime loan aggregators such as Countrywide. 


Depending on how “subprime” mortgages are defined, they remained below 10% of 
all mortgage originations until 2004, when they rose to nearly 20% and remained 
there through the 2005—2006 peak of the United States housing bubble. 


The majority report of the Financial Crisis Inquiry Commission, written by the six 
Democratic appointees, the minority report, written by three of the four Republican 
appointees, studies by Federal Reserve economists, and the work of several 
independent scholars generally contend that government affordable housing policy 
was not the primary cause of the financial crisis. Although they concede that 
governmental policies had some role in causing the crisis, they contend that GSE 
loans performed better than loans securitized by private investment banks, and 
performed better than some loans originated by institutions that held loans in their 
own portfolios. 


In his dissent to the majority report of the Financial Crisis Inquiry 

Commission, American Enterprise Institute fellow Peter J. Wallison stated his belief 
that the roots of the financial crisis can be traced directly and primarily to affordable 
housing policies initiated by the US Department of Housing and Urban Development 
(HUD) in the 1990s and to massive risky loan purchases by government-sponsored 
entities Fannie Mae and Freddie Mac. Later, based upon information in the SEC's 
December 2011 securities fraud case against six former executives of Fannie and 
Freddie, Peter Wallison and Edward Pinto estimated that, in 2008, Fannie and Freddie 
held 13 million substandard loans totaling over $2 trillion. 


In the early and mid-2000s, the Bush administration called numerous times for 
investigation into the safety and soundness of the GSEs and their swelling portfolio of 
subprime mortgages. On September 10, 2003, the House Financial Services 


Committee held a hearing at the urging of the administration to assess safety and 
soundness issues and to review a recent report by the Office of Federal Housing 
Enterprise Oversight (OQFHEO) that had uncovered accounting discrepancies within 
the two entities. The hearings never resulted in new legislation or formal investigation 
of Fannie Mae and Freddie Mac, as many of the committee members refused to accept 
the report and instead rebuked OFHEO for their attempt at regulation. Some believe 
this was an early warning to the systemic risk that the growing market in subprime 
mortgages posed to the US financial system that went unheeded. 


A 2000 United States Department of the Treasury study of lending trends for 305 
cities from 1993 to 1998 showed that $467 billion of mortgage lending was made 
by Community Reinvestment Act (CRA)-covered lenders into low and mid level 
income (LMI) borrowers and neighborhoods, representing 10% of all US mortgage 
lending during the period. The majority of these were prime loans. Sub-prime loans 
made by CRA-covered institutions constituted a 3% market share of LMI loans in 
1998, but in the run-up to the crisis, fully 25% of all sub-prime lending occurred at 
CRA-covered institutions and another 25% of sub-prime loans had some connection 
with CRA. Furthermore, most sub-prime loans were not made to the LMI borrowers 
targeted by the CRA, especially in the years 2005—2006 leading up to the crisis, nor 
did it find any evidence that lending under the CRA rules increased delinquency rates 
or that the CRA indirectly influenced independent mortgage lenders to ramp up sub- 
prime lending. 


To other analysts the delay between CRA rule changes (in 1995) and the explosion of 
subprime lending is not surprising, and does not exonerate the CRA. They contend 
that there were two, connected causes to the crisis: the relaxation of underwriting 
standards in 1995 and the ultra-low interest rates initiated by the Federal Reserve after 
the terrorist attack on September 11, 2001. Both causes had to be in place before the 
crisis could take place. Critics also point out that publicly announced CRA loan 
commitments were massive, totaling $4.5 trillion in the years between 1994 and 2007. 
They also argue that the Federal Reserve's classification of CRA loans as "prime" is 
based on the faulty and self-serving assumption that high-interest-rate loans (3 
percentage points over average) equal "subprime" loans. 


Others have pointed out that there were not enough of these loans made to cause a 
crisis of this magnitude. In an article in Portfolio Magazine, Michael Lewis spoke 
with one trader who noted that "There weren't enough Americans with [bad] credit 
taking out [bad loans] to satisfy investors’ appetite for the end product." Essentially, 
investment banks and hedge funds used financial innovation to enable large wagers to 
be made, far beyond the actual value of the underlying mortgage loans, 

using derivatives called credit default swaps, collateralized debt obligations 

and synthetic CDOs. 


As of March 2011, the FDIC had paid out $9 billion to cover losses on bad loans at 
165 failed financial institutions. The Congressional Budget Office estimated, in June 
2011, that the bailout to Fannie Mae and Freddie Mac exceeds $300 billion 
(calculated by adding the fair value deficits of the entities to the direct bailout funds at 
the time). 


Economist Paul Krugman argued in January 2010 that the simultaneous growth of the 
residential and commercial real estate pricing bubbles and the global nature of the 
crisis undermines the case made by those who argue that Fannie Mae, Freddie Mac, 
CRA, or predatory lending were primary causes of the crisis. In other words, bubbles 
in both markets developed even though only the residential market was affected by 
these potential causes. 


Countering Krugman, Peter J. Wallison wrote: "It is not true that every bubble—even 
a large bubble—has the potential to cause a financial crisis when it deflates." Wallison 
notes that other developed countries had "large bubbles during the 1997—2007 period" 
but "the losses associated with mortgage delinquencies and defaults when these 
bubbles deflated were far lower than the losses suffered in the United States when the 
1997-2007 [bubble] deflated." According to Wallison, the reason the US residential 
housing bubble (as opposed to other types of bubbles) led to financial crisis was that it 
was supported by a huge number of substandard loans—generally with low or no 
downpayments. 


Krugman's contention (that the growth of a commercial real estate bubble indicates 
that US housing policy was not the cause of the crisis) is challenged by additional 
analysis. After researching the default of commercial loans during the financial crisis, 
Xudong An and Anthony B. Sanders reported (in December 2010): "We find limited 
evidence that substantial deterioration in CMBS [commercial mortgage-backed 
securities] loan underwriting occurred prior to the crisis." Other analysts support the 
contention that the crisis in commercial real estate and related lending took 

place after the crisis in residential real estate. Business journalist Kimberly Amadeo 
reported: "The first signs of decline in residential real estate occurred in 2006. Three 
years later, commercial real estate started feeling the effects. Denice A. Gierach, a real 
estate attorney and CPA, wrote: 


... most of the commercial real estate loans were good loans destroyed by a really bad 
economy. In other words, the borrowers did not cause the loans to go bad, it was the 
economy. 


Between 1998 and 2006, the price of the typical American house increased by 
124%. During the two decades ending in 2001, the national median home price ranged 
from 2.9 to 3.1 times median household income. This ratio rose to 4.0 in 2004, and 4.6 


in 2006. This housing bubble resulted in many homeowners refinancing their homes 
at lower interest rates, or financing consumer spending by taking out second 
mortgages secured by the price appreciation. 


In a Peabody Award winning program, NPR correspondents argued that a "Giant Pool 
of Money" (represented by $70 trillion in worldwide fixed income investments) 
sought higher yields than those offered by US Treasury bonds early in the decade. 
This pool of money had roughly doubled in size from 2000 to 2007, yet the supply of 
relatively safe, income generating investments had not grown as fast. Investment 
banks on Wall Street answered this demand with products such as the mortgage- 
backed security and the collateralized debt obligation that were assigned 

safe ratings by the credit rating agencies. 


In effect, Wall Street connected this pool of money to the mortgage market in the US, 
with enormous fees accruing to those throughout the mortgage supply chain, from the 
mortgage broker selling the loans to small banks that funded the brokers and the large 
investment banks behind them. By approximately 2003, the supply of mortgages 
originated at traditional lending standards had been exhausted, and continued strong 
demand began to drive down lending standards. 


The collateralized debt obligation in particular enabled financial institutions to obtain 
investor funds to finance subprime and other lending, extending or increasing the 
housing bubble and generating large fees. This essentially places cash payments from 
multiple mortgages or other debt obligations into a single pool from which specific 
securities draw in a specific sequence of priority. Those securities first in line received 
investment-grade ratings from rating agencies. Securities with lower priority had 
lower credit ratings but theoretically a higher rate of return on the amount invested. 


By September 2008, average US housing prices had declined by over 20% from their 
mid-2006 peak. As prices declined, borrowers with adjustable-rate mortgages could 
not refinance to avoid the higher payments associated with rising interest rates and 
began to default. During 2007, lenders began foreclosure proceedings on nearly 

1.3 million properties, a 79% increase over 2006. This increased to 2.3 million in 
2008, an 81% increase vs. 2007. By August 2008, 9.2% of all US mortgages 
outstanding were either delinquent or in foreclosure. By September 2009, this had 
risen to 14.4%. 


Lower interest rates encouraged borrowing. From 2000 to 2003, the Federal 

Reserve lowered the federal funds rate target from 6.5% to 1.0%.This was done to 
soften the effects of the collapse of the dot-com bubble and the September 2001 
terrorist attacks, as well as to combat a perceived risk of deflation. As early as 2002 it 
was apparent that credit was fueling housing instead of business investment as some 
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economists went so far as to advocate that the Fed "needs to create a housing bubble 
to replace the Nasdaq bubble". Moreover, empirical studies using data from advanced 
countries show that excessive credit growth contributed greatly to the severity of the 
crisis. 


Additional downward pressure on interest rates was created by the high and rising 
US current account deficit, which peaked along with the housing bubble in 2006. 
Federal Reserve chairman Ben Bernankeexplained how trade deficits required the US 
to borrow money from abroad, in the process bidding up bond prices and lowering 
interest rates. 


Bernanke explained that between 1996 and 2004, the US current account deficit 
increased by $650 billion, from 1.5% to 5.8% of GDP. Financing these deficits 
required the country to borrow large sums from abroad, much of it from countries 
running trade surpluses. These were mainly the emerging economies in Asia and oil- 
exporting nations. The balance of payments identity requires that a country (such as 
the US) running a current account deficit also have a capital account (investment) 
surplus of the same amount. Hence large and growing amounts of foreign funds 
(capital) flowed into the US to finance its imports. 


All of this created demand for various types of financial assets, raising the prices of 
those assets while lowering interest rates. Foreign investors had these funds to lend 
either because they had very high personal savings rates (as high as 40% in China) or 
because of high oil prices. Ben Bernanke has referred to this as a "saving glut". 


A flood of funds (capital or liquidity) reached the US financial markets. Foreign 
governments supplied funds by purchasing Treasury bonds and thus avoided much of 
the direct effect of the crisis. US households, on the other hand, used funds borrowed 
from foreigners to finance consumption or to bid up the prices of housing and 
financial assets. Financial institutions invested foreign funds in mortgage-backed 
securities. 


The Fed then raised the Fed funds rate significantly between July 2004 and July 2006. 
This contributed to an increase in 1-year and 5-year adjustable-rate mortgage (ARM) 
rates, making ARM interest rate resets more expensive for homeowners. This may 
have also contributed to the deflating of the housing bubble, as asset prices generally 
move inversely to interest rates, and it became riskier to speculate in housing. US 
housing and financial assets dramatically declined in value after the housing bubble 
burst. 


Subprime lending standards declined in the USA: in early 2000, a subprime borrower 
had a FICO score of 660 or less. By 2005, many lenders dropped the required FICO 
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score to 620, making it much easier to qualify for prime loans and making subprime 
lending a riskier business. Proof of income and assets were de-emphasized. Loans 
moved from full documentation to low documentation to no documentation. One 
subprime mortgage product that gained wide acceptance was the no income, no job, 
no asset verification required (NINJA) mortgage. Informally, these loans were aptly 
referred to as "liar loans" because they encouraged borrowers to be less than honest in 
the loan application process. Testimony given to the Financial Crisis Inquiry 
Commission by Richard M. Bowen II on events during his tenure as the Business 
Chief Underwriter for Correspondent Lending in the Consumer Lending Group 

for Citigroup (where he was responsible for over 220 professional underwriters) 
suggests that by the final years of the US housing bubble (2006-2007), the collapse 
of mortgage underwriting standards was endemic. His testimony stated that by 2006, 
60% of mortgages purchased by Citi from some 1,600 mortgage companies were 
"defective" (were not underwritten to policy, or did not contain all policy-required 
documents)—this, despite the fact that each of these 1,600 originators was 
contractually responsible (certified via representations and warrantees) that its 
mortgage originations met Citi's standards. Moreover, during 2007, "defective 
mortgages (from mortgage originators contractually bound to perform underwriting 
to Citi's standards) increased ... to over 80% of production". 


In separate testimony to Financial Crisis Inquiry Commission, officers of Clayton 
Holdings—the largest residential loan due diligence and securitization surveillance 
company in the United States and Europe—testified that Clayton's review of over 
900,000 mortgages issued from January 2006 to June 2007 revealed that scarcely 54% 
of the loans met their originators’ underwriting standards. The analysis (conducted on 
behalf of 23 investment and commercial banks, including 7 "too big to fail" banks) 
additionally showed that 28% of the sampled loans did not meet the minimal 
standards of any issuer. Clayton's analysis further showed that 39% of these loans (i.e. 
those not meeting any issuer's minimal underwriting standards) were subsequently 
securitized and sold to investors. 


There is strong evidence that the GSEs—due to their large size and market power— 
were far more effective at policing underwriting by originators and forcing 
underwriters to repurchase defective loans. By contrast, private securitizers have been 
far less aggressive and less effective in recovering losses from originators on behalf of 
investors. 


Predatory lending refers to the practice of unscrupulous lenders, enticing borrowers to 
enter into "unsafe" or "unsound" secured loans for inappropriate purposes. 


A classic bait-and-switch method was used by Countrywide Financial, advertising low 
interest rates for home refinancing. Such loans were covered by very detailed 
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contracts, and swapped for more expensive loan products on the day of closing. 
Whereas the advertisement might state that 1% or 1.5% interest would be charged, the 
consumer would be put into an adjustable rate mortgage (ARM) in which the interest 
charged would be greater than the mortgage payments, creating negative 

amortization which the credit consumer might not notice until long after the loan 
transaction had been consummated. 


Countrywide, sued by California Attorney General Jerry Brown for "unfair business 
practices" and "false advertising", was making high cost mortgages "to homeowners 
with weak credit, adjustable rate mortgages (ARMs) that allowed homeowners to 
make interest-only payments". When housing prices decreased, homeowners in ARMs 
then had little incentive to pay their monthly payments, since their home equity had 
disappeared. This caused Countrywide's financial condition to deteriorate, ultimately 
resulting in a decision by the Office of Thrift Supervision to seize the lender. One 
Countrywide employee—who would later plead guilty to two counts of wire fraud and 
spent 18 months in prison—stated that, “If you had a pulse, we gave you a loan." 


Former employees from Ameriquest, which was United States' leading wholesale 
lender, described a system in which they were pushed to falsify mortgage documents 
and then sell the mortgages to Wall Street banks eager to make fast profits. There is 
growing evidence that such mortgage frauds may be a cause of the crisis. 


A 2012 OECD study suggest that bank regulation based on the Basel accords 
encourage unconventional business practices and contributed to or even reinforced the 
financial crisis. In other cases, laws were changed or enforcement weakened in parts 
of the financial system. Key examples include: 


e Jimmy Carter's Depository Institutions Deregulation and Monetary Control 
Act of 1980 (DIDMCA) phased out a number of restrictions on banks' financial 
practices, broadened their lending powers, allowed credit unions and savings 
and loans to offer checkable deposits, and raised the deposit insurance limit 
from $40,000 to $100,000 (thereby potentially lessening depositor scrutiny of 
lenders’ risk management policies). 

e In October 1982, US President Ronald Reagan signed into law the Garn—St. 
Germain Depository Institutions Act, which provided for adjustable-rate 
mortgage loans, began the process of banking deregulation, and contributed to 
the savings and loan crisis of the late 1980s/early 1990s. 

e In November 1999, US President Bill Clinton signed into law the Gramm— 
Leach—Bliley Act, which repealed provisions of the Glass-Steagall Act that 
prohibit a bank holding company from owning other financial companies. The 
repeal effectively removed the separation that previously existed between Wall 
Street investment banks and depository banks, providing a government stamp 


of approval for a universal risk-taking banking model. Investment banks such 
as Lehman would now be thrust into direct competition with commercial 
banks. Most analysts say that this repeal directly contributed to the severity of 
the Financial crisis of 2007—2010. However, there is perspective that repeal 
made little difference because the institutions that were greatly affected did not 
fall under the jurisdiction of the act itself. 

In December 2000, President Clinton signed the Commodities Futures 
Modernization Act of 2000 into law. Written by Congress with lobbying 
assistance from the financial industry, it banned the further regulation of the 
derivatives market. 

In 2004, the US Securities and Exchange Commission relaxed the net capital 
rule, which enabled investment banks to substantially increase the level of debt 
they were taking on, fueling the growth in mortgage-backed securities 
supporting subprime mortgages. The SEC has conceded that self-regulation of 
investment banks contributed to the crisis. 

Financial institutions in the shadow banking system are not subject to the same 
regulation as depository banks, allowing them to assume additional debt 
obligations relative to their financial cushion or capital base. This was the case 
despite the Long-Term Capital Management debacle in 1998, where a highly 
leveraged shadow institution failed with systemic implications. 

Regulators and accounting standard-setters allowed depository banks such 

as Citigroup to move significant amounts of assets and liabilities off-balance 
sheet into complex legal entities called structured investment vehicles, masking 
the weakness of the capital base of the firm or degree of leverage or risk taken. 
One news agency estimated that the top four US banks will have to return 
between $500 billion and $1 trillion to their balance sheets during 2009. This 
increased uncertainty during the crisis regarding the financial position of the 
major banks. Off-balance sheet entities were also used by Enron as part of the 
scandal that brought down that company in 2001. 

As early as 1997, Federal Reserve chairman Alan Greenspan fought to keep the 
derivatives market unregulated. With the advice of the President's Working 
Group on Financial Markets, the US Congress and President Bill Clinton 
allowed the self-regulation of the over-the-counter derivatives market when 
they enacted the Commodity Futures Modernization Act of 2000. Derivatives 
such as credit default swaps (CDS) can be used to hedge or speculate against 
particular credit risks without necessarily owning the underlying debt 
instruments. The volume of CDS outstanding increased 100-fold from 1998 to 
2008, with estimates of the debt covered by CDS contracts, as of November 
2008, ranging from US$33 to $47 trillion. Total over-the-counter (OTC) 
derivative notional value rose to $683 trillion by June 2008. Warren 


Buffett famously referred to derivatives as "financial weapons of mass 
destruction" in early 2003. 


Prior to the crisis, financial institutions became highly leveraged, increasing their 
appetite for risky investments and reducing their resilience in case of losses. Much of 
this leverage was achieved using complex financial instruments such as off-balance 
sheet securitization and derivatives, which made it difficult for creditors and 
regulators to monitor and try to reduce financial institution risk levels. These 
instruments also made it virtually impossible to reorganize financial institutions in 
bankruptcy, and contributed to the need for government bailouts. 


US households and financial institutions became increasingly indebted 

or overleveraged during the years preceding the crisis. This increased their 
vulnerability to the collapse of the housing bubble and worsened the ensuing 
economic downturn. Key statistics include: 


Free cash used by consumers from home equity extraction doubled from $627 billion 
in 2001 to $1,428 billion in 2005 as the housing bubble built, a total of nearly 

$5 trillion over the period, contributing to economic growth worldwide. US home 
mortgage debt relative to GDP increased from an average of 46% during the 1990s to 
73% during 2008, reaching $10.5 trillion. 


US household debt as a percentage of annual disposable personal income was 127% at 
the end of 2007, versus 77% in 1990. In 1981, US private debt was 123% of GDP; by 
the third quarter of 2008, it was 290%. 


From 2004 to 2007, the top five US investment banks each significantly increased 
their financial leverage which increased their vulnerability to a financial shock. 
Changes in capital requirements, intended to keep US banks competitive with their 
European counterparts, allowed lower risk weightings for AAA securities. The shift 
from first-loss tranches to AAA tranches was seen by regulators as a risk reduction 
that compensated the higher leverage. These five institutions reported over 

$4.1 trillion in debt for fiscal year 2007, about 30% of US nominal GDP for 

2007. Lehman Brothers went bankrupt and was liquidated, Bear Stearns and Merrill 
Lynch were sold at fire-sale prices, and Goldman Sachs and Morgan Stanley became 
commercial banks, subjecting themselves to more stringent regulation. With the 
exception of Lehman, these companies required or received government 

support. Lehman reported that it had been in talks with Bank of America and Barclays 
for the company's possible sale. However, both Barclays and Bank of America 
ultimately declined to purchase the entire company. 
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Fannie Mae and Freddie Mac, two US government-sponsored enterprises, owned or 
guaranteed nearly $5 trillion in mortgage obligations at the time they were placed 
into conservatorship by the US government in September 2008. 


These seven entities were highly leveraged and had $9 trillion in debt or guarantee 
obligations; yet they were not subject to the same regulation as depository banks. 


Behavior that may be optimal for an individual (e.g., saving more during adverse 
economic conditions) can be detrimental if too many individuals pursue the same 
behavior, as ultimately one person's consumption is another person's income. Too 
many consumers attempting to save (or pay down debt) simultaneously is called 

the paradox of thrift and can cause or deepen a recession. Economist Hyman 
Minsky also described a "paradox of deleveraging" as financial institutions that have 
too much leverage (debt relative to equity) cannot all de-leverage simultaneously 
without significant declines in the value of their assets. 


In April 2009, US Federal Reserve vice-chair Janet Yellen discussed these paradoxes: 


Once this massive credit crunch hit, it didn't take long before we were in a recession. 
The recession, in turn, deepened the credit crunch as demand and employment fell, 
and credit losses of financial institutions surged. Indeed, we have been in the grips of 
precisely this adverse feedback loop for more than a year. A process of balance sheet 
deleveraging has spread to nearly every corner of the economy. Consumers are 
pulling back on purchases, especially on durable goods, to build their savings. 
Businesses are cancelling planned investments and laying off workers to preserve 
cash. And, financial institutions are shrinking assets to bolster capital and improve 
their chances of weathering the current storm. Once again, Minsky understood this 
dynamic. He spoke of the paradox of deleveraging, in which precautions that may be 
smart for individuals and firms—and indeed essential to return the economy to a 
normal state—nevertheless magnify the distress of the economy as a whole. 


The term financial innovation refers to the ongoing development of financial products 
designed to achieve particular client objectives, such as offsetting a particular risk 
exposure (such as the default of a borrower) or to assist with obtaining financing. 
Examples pertinent to this crisis included: the adjustable-rate mortgage; the bundling 
of subprime mortgages into mortgage-backed securities (MBS) or collateralized debt 
obligations (CDO) for sale to investors, a type of securitization; and a form of credit 
insurance called credit default swaps (CDS). The usage of these products expanded 
dramatically in the years leading up to the crisis. These products vary in complexity 
and the ease with which they can be valued on the books of financial institutions. 
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CDO issuance grew from an estimated $20 billion in Q1 2004 to its peak of over $180 
billion by Q1 2007, then declined back under $20 billion by Q1 2008. Further, the 
credit quality of CDO's declined from 2000 to 2007, as the level of subprime and 
other non-prime mortgage debt increased from 5% to 36% of CDO assets. As 
described in the section on subprime lending, the CDS and portfolio of CDS 

called synthetic CDO enabled a theoretically infinite amount to be wagered on the 
finite value of housing loans outstanding, provided that buyers and sellers of the 
derivatives could be found. For example, buying a CDS to insure a CDO ended up 
giving the seller the same risk as if they owned the CDO, when those CDO's became 
worthless. 


This boom in innovative financial products went hand in hand with more complexity. 
It multiplied the number of actors connected to a single mortgage (including mortgage 
brokers, specialized originators, the securitizers and their due diligence firms, 
managing agents and trading desks, and finally investors, insurances and providers of 
repo funding). With increasing distance from the underlying asset these actors relied 
more and more on indirect information (including FICO scores on creditworthiness, 
appraisals and due diligence checks by third party organizations, and most importantly 
the computer models of rating agencies and risk management desks). Instead of 
spreading risk this provided the ground for fraudulent acts, misjudgments and finally 
market collapse. 


Martin Wolf further wrote in June 2009 that certain financial innovations enabled 
firms to circumvent regulations, such as off-balance sheet financing that affects the 
leverage or capital cushion reported by major banks, stating: "... an enormous part of 
what banks did in the early part of this decade—the off-balance-sheet vehicles, the 
derivatives and the 'shadow banking system’ itself—was to find a way round 
regulation." 


The pricing of risk refers to the incremental compensation required by investors for 
taking on additional risk, which may be measured by interest rates or fees. Several 
scholars have argued that a lack of transparency about banks' risk exposures prevented 
markets from correctly pricing risk before the crisis, enabled the mortgage market to 
grow larger than it otherwise would have, and made the financial crisis far more 
disruptive than it would have been if risk levels had been disclosed in a 
straightforward, readily understandable format. 


For a variety of reasons, market participants did not accurately measure the risk 
inherent with financial innovation such as MBS and CDOs or understand its effect on 
the overall stability of the financial system. For example, the pricing model for CDOs 
clearly did not reflect the level of risk they introduced into the system. Banks 
estimated that $450 billion of CDO were sold between "late 2005 to the middle of 
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2007"; among the $102 billion of those that had been liquidated, JPMorgan estimated 
that the average recovery rate for "high quality" CDOs was approximately 32 cents on 
the dollar, while the recovery rate for mezzanine CDO was approximately five cents 
for every dollar. 


Another example relates to AIG, which insured obligations of various financial 
institutions through the usage of credit default swaps. The basic CDS transaction 
involved AIG receiving a premium in exchange for a promise to pay money to party 
A in the event party B defaulted. However, AIG did not have the financial strength to 
support its many CDS commitments as the crisis progressed and was taken over by 
the government in September 2008. US taxpayers provided over $180 billion in 
government support to AIG during 2008 and early 2009, through which the money 
flowed to various counterparties to CDS transactions, including many large global 
financial institutions. 


The Financial Crisis Inquiry Commission (FCIC) made the major government study 
of the crisis. It concluded in January 2011: 


The Commission concludes AIG failed and was rescued by the government primarily 
because its enormous sales of credit default swaps were made without putting up the 
initial collateral, setting aside capital reserves, or hedging its exposure—a profound 
failure in corporate governance, particularly its risk management practices. AIG's 
failure was possible because of the sweeping deregulation of over-the-counter (OTC) 
derivatives, including credit default swaps, which effectively eliminated federal and 
state regulation of these products, including capital and margin requirements that 
would have lessened the likelihood of AIG's failure. 


The limitations of a widely used financial model also were not properly 

understood. This formula assumed that the price of CDS was correlated with and 
could predict the correct price of mortgage-backed securities. Because it was highly 
tractable, it rapidly came to be used by a huge percentage of CDO and CDS investors, 
issuers, and rating agencies. According to one wired.com article: 


Then the model fell apart. Cracks started appearing early on, when financial markets 
began behaving in ways that users of Li's formula hadn't expected. The cracks became 
full-fledged canyons in 2008—when ruptures in the financial system's foundation 
swallowed up trillions of dollars and put the survival of the global banking system in 
serious peril... Li's Gaussian copula formula will go down in history as instrumental in 
causing the unfathomable losses that brought the world financial system to its knees. 


As financial assets became more complex and harder to value, investors were 
reassured by the fact that the international bond rating agencies and bank regulators 
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accepted as valid some complex mathematical models that showed the risks were 
much smaller than they actually were. George Soros commented that "The super- 
boom got out of hand when the new products became so complicated that the 
authorities could no longer calculate the risks and started relying on the risk 
management methods of the banks themselves. Similarly, the rating agencies relied on 
the information provided by the originators of synthetic products. It was a shocking 
abdication of responsibility." 


Moreover, a conflict of interest between professional investment managers and 

their institutional clients, combined with a global glut in investment capital, led to bad 
investments by asset managers in over-priced credit assets. Professional investment 
managers generally are compensated based on the volume of client assets under 
management. There is, therefore, an incentive for asset managers to expand their 
assets under management in order to maximize their compensation. As the glut in 
global investment capital caused the yields on credit assets to decline, asset managers 
were faced with the choice of either investing in assets where returns did not reflect 
true credit risk or returning funds to clients. Many asset managers continued to invest 
client funds in over-priced (under-yielding) investments, to the detriment of their 
clients, so they could maintain their assets under management. They supported this 
choice with a "plausible deniability" of the risks associated with subprime-based 
credit assets because the loss experience with early "vintages" of subprime loans was 
so low. 


Despite the dominance of the above formula, there are documented attempts of the 
financial industry, occurring before the crisis, to address the formula limitations, 
specifically the lack of dependence dynamics and the poor representation of extreme 
events. The volume "Credit Correlation: Life After Copulas", published in 2007 by 
World Scientific, summarizes a 2006 conference held by Merrill Lynch in London 
where several practitioners attempted to propose models rectifying some of the copula 
limitations. See also the article by Donnelly and Embrechts and the book by Brigo, 
Pallavicini and Torresetti, that reports relevant warnings and research on CDOs 
appeared in 2006. 


Mortgage risks were underestimated by every institution in the chain from originator 
to investor by underweighting the possibility of falling housing prices based on 
historical trends of the past 50 years. Limitations of default and prepayment models, 
the heart of pricing models, led to overvaluation of mortgage and asset-backed 
products and their derivatives by originators, securitizers, broker-dealers, rating- 
agencies, insurance underwriters and investors. 


There is strong evidence that the riskiest, worst performing mortgages were funded 
through the "shadow banking system" and that competition from the shadow banking 
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system may have pressured more traditional institutions to lower their own 
underwriting standards and originate riskier loans. 


In a June 2008 speech, President and CEO of the New York Federal Reserve 

Bank Timothy Geithner—who in 2009 became Secretary of the United States 
Treasury—placed significant blame for the freezing of credit markets on a "run" on 
the entities in the "parallel" banking system, also called the shadow banking system. 
These entities became critical to the credit markets underpinning the financial system, 
but were not subject to the same regulatory controls. Further, these entities were 
vulnerable because of maturity mismatch, meaning that they borrowed short-term in 
liquid markets to purchase long-term, illiquid and risky assets. This meant that 
disruptions in credit markets would make them subject to rapid deleveraging, selling 
their long-term assets at depressed prices. He described the significance of these 
entities: 


In early 2007, asset-backed commercial paper conduits, in structured investment 
vehicles, in auction-rate preferred securities, tender option bonds and variable rate 
demand notes, had a combined asset size of roughly $2.2 trillion. Assets financed 
overnight in triparty repo grew to $2.5 trillion. Assets held in hedge funds grew to 
roughly $1.8 trillion. The combined balance sheets of the five largest investment 
banks totaled $4 trillion. In comparison, the total assets of the top five bank holding 
companies in the United States at that point were just over $6 trillion, and total assets 
of the entire banking system were about $10 trillion. The combined effect of these 
factors was a financial system vulnerable to self-reinforcing asset price and credit 
cycles. 


Paul Krugman, laureate of the Nobel Prize in Economics, described the run on the 
shadow banking system as the "core of what happened" to cause the crisis. He referred 
to this lack of controls as "malign neglect" and argued that regulation should have 
been imposed on all banking-like activity. 


The securitization markets supported by the shadow banking system started to close 
down in the spring of 2007 and nearly shut-down in the fall of 2008. More than a third 
of the private credit markets thus became unavailable as a source of funds. According 
to the Brookings Institution, the traditional banking system does not have the capital 
to close this gap as of June 2009: "It would take a number of years of strong profits to 
generate sufficient capital to support that additional lending volume." The authors also 
indicate that some forms of securitization are "likely to vanish forever, having been an 
artifact of excessively loose credit conditions." 
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Rapid increases in a number of commodity prices followed the collapse in the housing 
bubble. The price of oil nearly tripled from $50 to $147 from early 2007 to 2008, 
before plunging as the financial crisis began to take hold in late 2008. Experts debate 
the causes, with some attributing it to speculative flow of money from housing and 
other investments into commodities, some to monetary policy, and some to the 
increasing feeling of raw materials scarcity in a fast-growing world, leading to long 
positions taken on those markets, such as Chinese increasing presence in Africa. An 
increase in oil prices tends to divert a larger share of consumer spending into gasoline, 
which creates downward pressure on economic growth in oil importing countries, as 
wealth flows to oil-producing states. A pattern of spiking instability in the price of oil 
over the decade leading up to the price high of 2008 has been recently identified. The 
destabilizing effects of this price variance has been proposed as a contributory factor 
in the financial crisis. 


Copper prices increased at the same time as oil prices. Copper traded at about $2,500 
per ton from 1990 until 1999, when it fell to about $1,600. The price slump lasted 
until 2004, when a price surge pushed copper to $7,040 per ton in 2008. 


Nickel prices boomed in the late 1990s, then declined from around $51,000 /£36,700 
per metric ton in May 2007 to about $11,550/£8,300 per metric ton in January 2009. 
Prices were only just starting to recover as of January 2010, but most of Australia's 
nickel mines had gone bankrupt by then. As the price for high grade nickel 

sulphate ore recovered in 2010, so did the Australian nickel mining industry. 


Coincidentally with these price fluctuations, long-only commodity index funds 
became popular—by one estimate investment increased from $90 billion in 2006 to 
$200 billion at the end of 2007, while commodity prices increased 71% — which 
raised concern as to whether these index funds caused the commodity bubble. The 
empirical research has been mixed. 


Systemic crisis 


Another analysis is that the financial crisis was merely a symptom of another, deeper 
crisis, which is a systemic crisis of capitalism itself. 


Ravi Batra's theory is that growing inequality of financial capitalism produces 
speculative bubbles that burst and result in depression and major political changes. He 
has also suggested that a "demand gap" related to differing wage and productivity 
growth explains deficit and debt dynamics important to stock market developments. 
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John Bellamy Foster, a political economy analyst and editor of the Monthly Review, 
believes that the decrease in GDP growth rates since the early 1970s is due to 
increasing market saturation. 


The conventional Marxist explanation of capitalist crises was pointed to by 
economists Andrew Kliman, Michael Roberts, and Guglielmo Carchedi, in 
contradistinction to the Monthly Review school represented by Foster. These Marxist 
economists do not point to low wages or underconsumption as the cause of the crisis, 
but instead point to capitalism's long-term tendency of the rate of profit to fall as the 
underlying cause of crises generally. From this point of view, the problem was the 
inability of capital to grow or accumulate at sufficient rates through productive 
investment alone. Low rates of profit in productive sectors led to speculative 
investment in riskier assets, where there was potential for greater return on 
investment. The speculative frenzy of the late 90s and 2000s was, in this view, a 
consequence of a rising organic composition of capital, expressed through the fall in 
the rate of profit. According to Michael Roberts, the fall in the rate of profit 
"eventually triggered the credit crunch of 2007 when credit could no longer support 
profits”. 


In 2005, John C. Bogle wrote that a series of challenges face capitalism that have 
contributed to past financial crises and have not been sufficiently addressed: 


Corporate America went astray largely because the power of managers went virtually 
unchecked by our gatekeepers for far too long ... . They failed to 'keep an eye on these 
geniuses’ to whom they had entrusted the responsibility of the management of 
America's great corporations. 


Echoing the central thesis of James Burnham's 1941 seminal book, The Managerial 
Revolution, Bogle cites particular issues, including: 


e that "Manager's capitalism” has replaced "owner's capitalism", meaning 
management runs the firm for its benefit rather than for the shareholders, a 
variation on the principal—agent problem; 

e the burgeoning executive compensation; 

e the management of earnings, mainly a focus on share price rather than the 
creation of genuine value; and 

e the failure of gatekeepers, including auditors, boards of directors, Wall Street 
analysts, and career politicians. 


An analysis conducted by Mark Roeder, a former executive at the Swiss- 
based UBS Bank, suggested that large-scale momentum, or The Big Mo "played a 
pivotal role" in the 2008—09 global financial crisis. Roeder suggested that "recent 
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technological advances, such as computer-driven trading programs, together with the 
increasingly interconnected nature of markets, has magnified the momentum effect. 
This has made the financial sector inherently unstable." 


Robert Reich attributes the current economic downturn to the stagnation of wages in 
the United States, particularly those of the hourly workers who comprise 80% of the 
workforce. He says this stagnation forced the population to borrow to meet the cost of 
living. 


Economists Ailsa McKay and Margunn Bjgrnholt argue that the financial crisis and 
the response to it revealed a crisis of ideas in mainstream economics and within the 
economics profession, and call for a reshaping of both the economy, economic theory 
and the economics profession. 


The former Governor of the Reserve Bank of India, Raghuram Rajan, had predicted 
the crisis in 2005 when he became chief economist at the International Monetary 
Fund. In 2005, at a celebration honouring Alan Greenspan, who was about to retire as 
chairman of the US Federal Reserve, Rajan delivered a controversial paper that was 
critical of the financial sector. In that paper, "Has Financial Development Made the 
World Riskier?", Rajan "argued that disaster might loom." Rajan argued that financial 
sector Managers were encouraged to "take risks that generate severe adverse 
consequences with small probability but, in return, offer generous compensation the 
rest of the time. These risks are known as tail risks. But perhaps the most important 
concern is whether banks will be able to provide liquidity to financial markets so that 
if the tail risk does materialise, financial positions can be unwound and losses 
allocated so that the consequences to the real economy are minimised." 


The financial crisis was not widely predicted by mainstream economists. Karim 
Abadir, based on his work with Gabriel Talmain, predicted the timing of the 
recession whose trigger had already started manifesting itself in the real economy 
from early 2007. A number of heterodox economists predicted the crisis, with varying 
arguments. Dirk Bezemer in his research credits (with supporting argument and 
estimates of timing) 12 economists with predicting the crisis: Dean 

Baker (US), Wynne Godley (UK), Fred Harrison (UK), Michael Hudson (US), Eric 
Janszen (US), Steve Keen (Australia), Jakob Bréchner Madsen & Jens Kjaer S¢rensen 
(Denmark), Med Jones (US) Kurt Richebacher (US), Nouriel Roubini (US), Peter 
Schiff (US), and Robert Shiller (US). Examples of other experts who gave indications 
of a financial crisis have also been given. The Austrian economic school regarded the 
crisis as a vindication and classic example of a predictable credit-fueled bubble that 
could not forestall the disregarded but inevitable effect of an artificial, manufactured 
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laxity in monetary supply, a perspective that even former Fed Chair Alan Greenspan 
in Congressional testimony confessed himself forced to return to. 


A cover story in BusinessWeek magazine claims that economists mostly failed to 
predict the worst international economic crisis since the Great Depression of the 
1930s. The Wharton School of the University of Pennsylvania's online business 
journal examines why economists failed to predict a major global financial crisis. 
Popular articles published in the mass media have led the general public to believe 
that the majority of economists have failed in their obligation to predict the financial 
crisis. For example, an article in the New York Times informs that economist Nouriel 
Roubini warned of such crisis as early as September 2006, and the article goes on to 
state that the profession of economics is bad at predicting recessions. According 

to The Guardian, Roubini was ridiculed for predicting a collapse of the housing 
market and worldwide recession, while The New York Times labelled him "Dr. 
Doom". 


Shiller, an expert in housing markets, wrote an article a year before the collapse of 
Lehman Brothers in which he predicted that a slowing US housing market would 
cause the housing bubble to burst, leading to financial collapse. Schiff regularly 
appeared on television in the years before the crisis and warned of the impending real 
estate collapse. 


Within mainstream financial economics, most believe that financial crises are simply 
unpredictable, following Eugene Fama's efficient-market hypothesis and the 

related random-walk hypothesis, which state respectively that markets contain all 
information about possible future movements, and that the movements of financial 
prices are random and unpredictable. Recent research casts doubt on the accuracy of 
"early warning" systems of potential crises, which must also predict their timing. 


Stock trader and financial risk engineer Nassim Nicholas Taleb, author of the 2007 
book The Black Swan, spent years warning against the breakdown of the banking 
system in particular and the economy in general owing to their use of and reliance on 
bad risk models and reliance on forecasting, and framed the problem as part of 
"robustness and fragility". He also took action against the establishment view by 
making a big financial bet on banking stocks and making a fortune from the crisis 
("They didn't listen, so I took their money"). According to David Brooks from the 
New York Times, "Taleb not only has an explanation for what’s happening, he saw it 
coming." 


The US stock market peaked in October 2007, when the Dow Jones Industrial 
Average index exceeded 14,000 points. It then entered a pronounced decline, which 
accelerated markedly in October 2008. By March 2009, the Dow Jones average had 
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reached a trough of around 6,600. Four years later, it hit an all-time high. It is 
probable, but debated, that the Federal Reserve's aggressive policy of quantitative 
easingspurred the partial recovery in the stock market. 


Market strategist Phil Dow believes distinctions exist "between the current market 
malaise" and the Great Depression. He says the Dow Jones average's fall of more than 
50% over a period of 17 months is similar to a 54.7% fall in the Great Depression, 
followed by a total drop of 89% over the following 16 months. "It's very troubling if 
you have a mirror image," said Dow. Floyd Norris, the chief financial correspondent 
of The New York Times, wrote in a blog entry in March 2009 that the decline has not 
been a mirror image of the Great Depression, explaining that although the decline 
amounts were nearly the same at the time, the rates of decline had started much faster 
in 2007, and that the past year had only ranked eighth among the worst recorded years 
of percentage drops in the Dow. The past two years ranked third, however. 


The first notable event signaling a possible financial crisis occurred in the United 
Kingdom on August 9, 2007, when BNP Paribas, citing "a complete evaporation of 
liquidity", blocked withdrawals from three hedge funds. The significance of this event 
was not immediately recognized but soon led to a panic as investors and savers 
attempted to liquidate assets deposited in highly leveraged financial institutions. 


The International Monetary Fund estimated that large US and European banks lost 
more than $1 trillion on toxic assets and from bad loans from January 2007 to 
September 2009. These losses are expected to top $2.8 trillion from 2007 to 2010. US 
bank losses were forecast to hit $1 trillion and European bank losses will reach 

$1.6 trillion. The International Monetary Fund (IMF) estimated in 2009 that US banks 
were about 60% through their losses, but British and eurozone banks only 40%. 


One of the first victims was Northern Rock, a medium-sized British bank. The 

highly leveraged nature of its business led the bank to request security from the Bank 
of England. This in turn led to investor panic and a bank run in mid-September 2007. 
Calls by Liberal Democrat Treasury Spokesman Vince Cable to nationalise the 
institution were initially ignored; in February 2008, however, the British 

government (having failed to find a private sector buyer) relented, and the bank was 
taken into public hands. Northern Rock's problems proved to be an early indication of 
the troubles that would soon befall other banks and financial institutions. 


The first visible institution to run into trouble in the United States was the Southern 
California—based IndyMac, a spin-off of Countrywide Financial. Before its failure, 
IndyMac Bank was the largest savings and loan association in the Los Angeles market 
and the seventh largest mortgage originator in the United States. The failure of 
IndyMac Bank on July 11, 2008, was the fourth largest bank failure in United 
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States history up until the crisis precipitated even larger failures, and the second 
largest failure of a regulated thrift. IndyMac Bank's parent corporation was IndyMac 
Bancorp until the FDIC seized IndyMac Bank. IndyMac Bancorp filed for Chapter 7 
bankruptcy in July 2008. 


IndyMac Bank was founded as Countrywide Mortgage Investment in 1985 by David 
S. Loeb and Angelo Mozilo as a means of collateralizing Countrywide Financial loans 
too big to be sold to Freddie Mac and Fannie Mae. In 1997, Countrywide spun off 
IndyMac as an independent company run by Mike Perry, who remained its CEO until 
the downfall of the bank in July 2008. 


The primary causes of its failure were largely associated with its business strategy of 
originating and securitizing Alt-A loans on a large scale. This strategy resulted in 
rapid growth and a high concentration of risky assets. From its inception as a savings 
association in 2000, IndyMac grew to the seventh largest savings and loan and ninth 
largest originator of mortgage loans in the United States. During 2006, IndyMac 
originated over $90 billion of mortgages. 


IndyMac’s aggressive growth strategy, use of Alt-A and other nontraditional loan 
products, insufficient underwriting, credit concentrations in residential real estate in 
the California and Florida markets—states, alongside Nevada and Arizona, where 
the housing bubble was most pronounced—and heavy reliance on costly funds 
borrowed from a Federal Home Loan Bank (FHLB) and from brokered deposits, led 
to its demise when the mortgage market declined in 2007. 





IndyMac often made loans without verification of the borrower’s income or assets, 
and to borrowers with poor credit histories. Appraisals obtained by IndyMac on 
underlying collateral were often questionable as well. As an Alt-A lender, IndyMac’s 
business model was to offer loan products to fit the borrower’s needs, using an 
extensive array of risky option-adjustable-rate-mortgages (option ARMs), subprime 
loans, 80/20 loans, and other nontraditional products. Ultimately, loans were made to 
many borrowers who simply could not afford to make their payments. The thrift 
remained profitable only as long as it was able to sell those loans in the secondary 
mortgage market. IndyMac resisted efforts to regulate its involvement in those loans 
or tighten their issuing criteria: see the comment by Ruthann Melbourne, Chief Risk 
Officer, to the regulating agencies. 


May 12, 2008, in a small note in the "Capital" section of its what would become its 
last 10-Q released before receivership, IndyMac revealed—but did not admit—that it 
was no longer a well-capitalized institution and that it was headed for insolvency. 
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IndyMac reported that during April 2008, Moody's and Standard & 

Poor's downgraded the ratings on a significant number of Mortgage-backed 

security (MBS) bonds—including $160 million issued by IndyMac that the bank 
retained in its MBS portfolio. IndyMac concluded that these downgrades would have 
harmed the Company's risk-based capital ratio as of June 30, 2008. Had these lowered 
ratings been in effect at March 31, 2008, IndyMac concluded that the bank's capital 
ratio would have been 9.27% total risk-based. IndyMac warned that if its regulators 
found its capital position to have fallen below "well capitalized" (minimum 10% risk- 
based capital ratio) to "adequately capitalized" (8—10% risk-based capital ratio) the 
bank might no longer be able to use brokered deposits as a source of funds. 


Senator Charles Schumer (D-NY) later pointed out that brokered deposits made up 
more than 37 percent of IndyMac's total deposits, and ask the Federal Deposit 
Insurance Corporation (FDIC) whether it had considered ordering IndyMac to reduce 
its reliance on these deposits. With $18.9 billion in total deposits reported on March 
31, Senator Schumer would have been referring to a little over $7 billion in brokered 
deposits. While the breakout of maturities of these deposits is not known exactly, a 
simple averaging would have put the threat of brokered deposits loss to IndyMac at 
$500 million a month, had the regulator disallowed IndyMac from acquiring new 
brokered deposits on June 30. 


IndyMac was taking new measures to preserve capital, such as deferring interest 
payments on some preferred securities. Dividends on common shares had already 
been suspended for the first quarter of 2008, after being cut in half the previous 
quarter. The company still had not secured a significant capital infusion nor found a 
ready buyer. 


IndyMac reported that the bank's risk-based capital was only $47 million above the 
minimum required for this 10% mark. But it did not reveal some of that $47 million 
capital it claimed it had, as of March 31, 2008, was fabricated. 


Collapse 


When home prices declined in the latter half of 2007 and the secondary mortgage 
market collapsed, IndyMac was forced to hold $10.7 billion of loans it could not sell 
in the secondary market. Its reduced liquidity was further exacerbated in late June 
2008 when account holders withdrew $1.55 billion or about 7.5% of IndyMac's 
deposits. This “run” on the thrift followed the public release of a letter from Senator 
Charles Schumer to the FDIC and OTS. The letter outlined the Senator’s concerns 
with IndyMac. While the run was a contributing factor in the timing of IndyMac’s 
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demise, the underlying cause of the failure was the unsafe and unsound way they 
operated the thrift. 


On June 26, 2008, Senator Charles Schumer (D-NY), a member of the Senate 
Banking Committee, chairman of Congress' Joint Economic Committee and the third- 
ranking Democrat in the Senate, released several letters he had sent to regulators, 
which warned that, "The possible collapse of big mortgage lender IndyMac Bancorp 
Inc. poses significant financial risks to its borrowers and depositors, and regulators 
may not be ready to intervene to protect them." Some worried depositors began to 
withdraw money. 


On July 7, 2008, IndyMac announced on the company blog that it: 


e Had failed to raise capital since its May 12, 2008 quarterly earnings report; 
e Had been notified by bank and thrift regulators that IndyMac Bank was no 
longer deemed "well-capitalized"; 


IndyMac announced the closure of both its retail lending and wholesale divisions, 
halted new loan submissions, and cut 3,800 jobs. 


On July 11, 2008, citing liquidity concerns, the FDIC put IndyMac Bank 

into conservatorship. A bridge bank, IndyMac Federal Bank, FSB, was established to 
assume control of IndyMac Bank's assets, its secured liabilities, and its insured 
deposit accounts. The FDIC announced plans to open IndyMac Federal Bank, FSB on 
July 14, 2008. Until then, depositors would have access their insured deposits through 
ATMs, their existing checks, and their existing debit cards. Telephone and Internet 
account access was restored when the bank reopened. The FDIC guarantees the funds 
of all insured accounts up to US$100,000, and has declared a special advance 
dividend to the roughly 10,000 depositors with funds in excess of the insured amount, 
guaranteeing 50% of any amounts in excess of $100,000. Yet, even with the pending 
sale of Indymac to IMB Management Holdings, an estimated 10,000 uninsured 
depositors of Indymac are still at a loss of over $270 million. 


With $32 billion in assets, IndyMac Bank was one of the largest bank failures in 
American history. 


IndyMac Bancorp filed for Chapter 7 bankruptcy on July 31, 2008. 


Initially the companies affected were those directly involved in home construction and 
mortgage lending such as Northern Rock and Countrywide Financial, as they could no 
longer obtain financing through the credit markets. Over 100 mortgage lenders went 
bankrupt during 2007 and 2008. Concerns that investment bank Bear Stearns would 
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collapse in March 2008 resulted in its fire-sale to JP Morgan Chase. The financial 
institution crisis hit its peak in September and October 2008. Several major 
institutions either failed, were acquired under duress, or were subject to government 
takeover. These included Lehman Brothers, Merrill Lynch, Fannie Mae, Freddie 
Mac, Washington Mutual, Wachovia, Citigroup, and AIG. On October 6, 2008, three 
weeks after Lehman Brothers filed the largest bankruptcy in US history, Lehman's 
former CEO Richard S. Fuld Jr. found himself before Representative Henry A. 
Waxman, the California Democrat who chaired the House Committee on Oversight 
and Government Reform. Fuld said he was a victim of the collapse, blaming a "crisis 
of confidence" in the markets for dooming his firm. 


In September 2008, the crisis hit its most critical stage. There was the equivalent of 
a bank run on the money market funds, which frequently invest in commercial 
paper issued by corporations to fund their operations and payrolls. Withdrawal from 
money markets were $144.5 billion during one week, versus $7.1 billion the week 
prior. This interrupted the ability of corporations to rollover (replace) their short-term 
debt. The US government responded by extending insurance for money market 
accounts analogous to bank deposit insurance via a temporary guarantee and with 
Federal Reserve programs to purchase commercial paper. The TED spread, an 
indicator of perceived credit risk in the general economy, spiked up in July 2007, 
remained volatile for a year, then spiked even higher in September 2008, reaching a 
record 4.65% on October 10, 2008. 


In a dramatic meeting on September 18, 2008, Treasury Secretary Henry Paulson and 
Fed chairman Ben Bernanke met with key legislators to propose a $700 billion 
emergency bailout. Bernanke reportedly told them: "If we don't do this, we may not 
have an economy on Monday." The Emergency Economic Stabilization Act, which 
implemented the Troubled Asset Relief Program (TARP), was signed into law on 
October 3, 2008. 


Economist Paul Krugman and US Treasury Secretary Timothy Geithner explain the 
credit crisis via the implosion of the shadow banking system, which had grown to 
nearly equal the importance of the traditional commercial banking sector as described 
above. Without the ability to obtain investor funds in exchange for most types 

of mortgage-backed securities or asset-backed commercial paper, investment banks 
and other entities in the shadow banking system could not provide funds to mortgage 
firms and other corporations. 


This meant that nearly one-third of the US lending mechanism was frozen and 
continued to be frozen into June 2009. According to the Brookings Institution, at that 
time the traditional banking system did not have the capital to close this gap: "It 
would take a number of years of strong profits to generate sufficient capital to support 
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that additional lending volume." The authors also indicate that some forms 

of securitization were "likely to vanish forever, having been an artifact of excessively 
loose credit conditions." While traditional banks raised their lending standards, it was 
the collapse of the shadow banking system that was the primary cause of the reduction 
in funds available for borrowing. 


There is a direct relationship between declines in wealth and declines in consumption 
and business investment, which along with government spending, represent the 
economic engine. Between June 2007 and November 2008, Americans lost an 
estimated average of more than a quarter of their collective net worth. By early 
November 2008, a broad US stock index, the S&P 500, was down 45% from its 2007 
high. Housing prices had dropped 20% from their 2006 peak, with futures markets 
signaling a 30-35% potential drop. Total home equity in the United States, which was 
valued at $13 trillion at its peak in 2006, had dropped to $8.8 trillion by mid-2008 and 
was still falling in late 2008. Total retirement assets, Americans' second-largest 
household asset, dropped by 22%, from $10.3 trillion in 2006 to $8 trillion in mid- 
2008. During the same period, savings and investment assets (apart from retirement 
savings) lost $1.2 trillion and pension assets lost $1.3 trillion. Taken together, these 
losses total a staggering $8.3 trillion. Since peaking in the second quarter of 2007, 
household wealth is down $14 trillion. 


Further, US homeowners had extracted significant equity in their homes in the years 
leading up to the crisis, which they could no longer do once housing prices collapsed. 
Readily obtainable cash used by consumers from home equity extraction doubled 
from $627 billion in 2001 to $1,428 billion in 2005 as the housing bubble built, a total 
of nearly $5 trillion over the period. US home mortgage debt relative to GDP 
increased from an average of 46% during the 1990s to 73% during 2008, reaching 
$10.5 trillion. 


To offset this decline in consumption and lending capacity, the US government and 
US Federal Reserve committed $13.9 trillion, of which $6.8 trillion was invested or 
spent as of June 2009. In effect, the Fed went from being the "lender of last resort" to 
the "lender of only resort" for a significant portion of the economy. In some cases the 
Fed was considered the "buyer of last resort." 


In November 2008, economist Dean Baker observed: 


There is a really good reason for tighter credit. Tens of millions of homeowners who 
had substantial equity in their homes two years ago have little or nothing today. 
Businesses are facing the worst downturn since the Great Depression. This matters for 
credit decisions. A homeowner with equity in her home is very unlikely to default on 
a car loan or credit card debt. They will draw on this equity rather than lose their car 


30 


and/or have a default placed on their credit record. On the other hand, a homeowner 
who has no equity is a serious default risk. In the case of businesses, their 
creditworthiness depends on their future profits. Profit prospects look much worse in 
November 2008 than they did in November 2007... While many banks are obviously 
at the brink, consumers and businesses would be facing a much harder time getting 
credit right now even if the financial system were rock solid. The problem with the 
economy is the loss of close to $6 trillion in housing wealth and an even larger 
amount of stock wealth. 


At the heart of the portfolios of many of these institutions were investments whose 
assets had been derived from bundled home mortgages. Exposure to these mortgage- 
backed securities, or to the credit derivatives used to insure them against failure, 
caused the collapse or takeover of several key firms such as Lehman 

Brothers, AIG, Merrill Lynch, and HBOS. 


European contagion 


The crisis rapidly developed and spread into a global economic shock, resulting in a 
number of European bank failures, declines in various stock indexes, and large 
reductions in the market value of equities and commodities. 


Both MBS and CDO were purchased by corporate and institutional investors globally. 
Derivatives such as credit default swaps also increased the linkage between large 
financial institutions. Moreover, the de-leveraging of financial institutions, as assets 
were sold to pay back obligations that could not be refinanced in frozen credit 
markets, further accelerated the solvency crisis and caused a decrease in international 
trade. 


World political leaders, national ministers of finance and central bank directors 
coordinated their efforts to reduce fears, but the crisis continued. At the end of 
October 2008 a currency crisis developed, with investors transferring vast capital 
resources into stronger currencies such as the yen, the dollar and the Swiss franc, 
leading many emergent economies to seek aid from the International Monetary Fund. 


Several commentators have suggested that if the liquidity crisis continues, an 
extended recession or worse could occur. The continuing development of the crisis 
has prompted fears of a global economic collapse although there are now many 
cautiously optimistic forecasters in addition to some prominent sources who remain 
negative. The financial crisis is likely to yield the biggest banking shakeout since the 
savings-and-loan meltdown. Investment bank UBS stated on October 6 that 2008 
would see a clear global recession, with recovery unlikely for at least two years. Three 
days later UBS economists announced that the "beginning of the end" of the crisis had 
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begun, with the world starting to make the necessary actions to fix the 

crisis: capital injection by governments; injection made systemically; interest rate cuts 
to help borrowers. The United Kingdom had started systemic injection, and the 
world's central banks were now cutting interest rates. UBS emphasized the United 
States needed to implement systemic injection. UBS further emphasized that this fixes 
only the financial crisis, but that in economic terms "the worst is still to come". UBS 
quantified their expected recession durations on October 16: the Eurozone's would last 
two quarters, the United States' would last three quarters, and the United Kingdom's 
would last four quarters. The economic crisis in Iceland involved all three of the 
country's major banks. Relative to the size of its economy, Iceland’s banking collapse 
is the largest suffered by any country in economic history. 


At the end of October UBS revised its outlook downwards: the forthcoming recession 
would be the worst since the early 1980s recession with negative 2009 growth for the 
US, Eurozone, UK; very limited recovery in 2010; but not as bad as the Great 
Depression. 


The Brookings Institution reported in June 2009 that US consumption accounted for 
more than a third of the growth in global consumption between 2000 and 2007. "The 
US economy has been spending too much and borrowing too much for years and the 
rest of the world depended on the US consumer as a source of global demand." With a 
recession in the US and the increased savings rate of US consumers, declines in 
growth elsewhere have been dramatic. For the first quarter of 2009, the annualized 
rate of decline in GDP was 14.4% in Germany, 15.2% in Japan, 7.4% in the UK, 18% 
in Latvia, 9.8% in the Euro area and 21.5% for Mexico. 


Some developing countries that had seen strong economic growth saw significant 
slowdowns. For example, growth forecasts in Cambodia show a fall from more than 
10% in 2007 to close to zero in 2009, and Kenya may achieve only 3-4% growth in 
2009, down from 7% in 2007. According to the research by the Overseas 
Development Institute, reductions in growth can be attributed to falls in trade, 
commodity prices, investment and remittances sent from migrant workers (which 
reached a record $251 billion in 2007, but have fallen in many countries since). This 
has stark implications and has led to a dramatic rise in the number of households 
living below the poverty line, be it 300,000 in Bangladesh or 230,000 in Ghana. 
Especially states with a fragile political system have to fear that investors from 
Western states withdraw their money because of the crisis. Bruno Wenn of the 
German DEG recommends to provide a sound economic policymaking and good 
governance to attract new investors ° 


The World Bank reported in February 2009 that the Arab World was far less severely 
affected by the credit crunch. With generally good balance of payments positions 
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coming into the crisis or with alternative sources of financing for their large current 
account deficits, such as remittances, Foreign Direct Investment (FDI) or foreign aid, 
Arab countries were able to avoid going to the market in the latter part of 2008. This 
group is in the best position to absorb the economic shocks. They entered the crisis in 
exceptionally strong positions. This gives them a significant cushion against the 
global downturn. The greatest effect of the global economic crisis will come in the 
form of lower oil prices, which remains the single most important determinant of 
economic performance. Steadily declining oil prices would force them to draw down 
reserves and cut down on investments. Significantly lower oil prices could cause a 
reversal of economic performance as has been the case in past oil shocks. Initial 
impact will be seen on public finances and employment for foreign workers. 


The output of goods and services produced by labor and property located in the 
United States decreased at an annual rate of approximately 6% in the fourth quarter of 
2008 and first quarter of 2009, versus activity in the year-ago periods. The US 
unemployment rate increased to 10.1% by October 2009, the highest rate since 1983 
and roughly twice the pre-crisis rate. The average hours per work week declined to 33, 
the lowest level since the government began collecting the data in 1964. With the 
decline of gross domestic product came the decline in innovation. With fewer 
resources to risk in creative destruction, the number of patent applications flat-lined. 
Compared to the previous 5 years of exponential increases in patent application, this 
stagnation correlates to the similar drop in GDP during the same time period. 


Typical American families did not fare as well, nor did those "Wwealthy-but-not 
wealthiest" families just beneath the pyramid's top. On the other hand, half of the 
poorest families did not have wealth declines at all during the crisis. The Federal 
Reserve surveyed 4,000 households between 2007 and 2009, and found that the total 
wealth of 63 percent of all Americans declined in that period. 77 percent of the richest 
families had a decrease in total wealth, while only 50 percent of those on the bottom 
of the pyramid suffered a decrease. A 2015 study commissioned by the ACLU found 
that white home-owning households recovered from the financial crisis faster than 
black home-owning households, and projected that the financial crisis will likely 
widen the racial wealth gap in the US. 


On November 3, 2008, the European Commission at Brussels predicted for 2009 an 
extremely weak growth of GDP, by 0.1%, for the countries of the Eurozone (France, 
Germany, Italy, Belgium etc.) and even negative number for the UK (—1.0%), Ireland 
and Spain. On November 6, the IMF at Washington, D.C., launched numbers 
predicting a worldwide recession by —0.3% for 2009, averaged over the developed 
economies. On the same day, the Bank of England and the European Central Bank, 
respectively, reduced their interest rates from 4.5% down to 3%, and from 3.75% 
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down to 3.25%. As a consequence, starting from November 2008, several countries 
launched large "help packages" for their economies. 


The US Federal Reserve Open Market Committee release in June 2009 stated: 


...the pace of economic contraction is slowing. Conditions in financial markets have 
generally improved in recent months. Household spending has shown further signs of 
stabilizing but remains constrained by ongoing job losses, lower housing wealth, and 
tight credit. Businesses are cutting back on fixed investment and staffing but appear to 
be making progress in bringing inventory stocks into better alignment with sales. 
Although economic activity is likely to remain weak for a time, the Committee 
continues to anticipate that policy actions to stabilize financial markets and 
institutions, fiscal and monetary stimulus, and market forces will contribute to a 
gradual resumption of sustainable economic growth in a context of price 

stability. Economic projections from the Federal Reserve and Reserve Bank 
Presidents include a return to typical growth levels (GDP) of 2.5—3% in 2010; an 
unemployment plateau in 2009 and 2010 around 10% with moderation in 2011; and 
inflation that remains at typical levels around 1—2%. 


The US Federal Reserve and central banks around the world took steps to expand 
money supplies to avoid the risk of a deflationary spiral, in which lower wages and 
higher unemployment led to a self-reinforcing decline in global consumption. In 
addition, governments enacted large fiscal stimulus packages, by borrowing and 
spending to offset the reduction in private sector demand caused by the crisis. The US 
Federal Reserve's new and expanded liquidity facilities were intended to enable the 
central bank to fulfill its traditional lender-of-last-resort role during the crisis while 
mitigating stigma, broadening the set of institutions with access to liquidity, and 
increasing the flexibility with which institutions could tap such liquidity. 


This credit freeze brought the global financial system to the brink of collapse. The 
response of the Federal Reserve, the European Central Bank, the Bank of England and 
other central banks was immediate and dramatic. During the last quarter of 2008, 
these central banks purchased US$2.5 trillion of government debt and troubled private 
assets from banks. This was the largest liquidity injection into the credit market, and 
the largest monetary policy action, in world history. Following a model initiated by 
the United Kingdom bank rescue package, the governments of European nations and 
the US guaranteed the debt issued by their banks and raised the capital of their 
national banking systems, ultimately purchasing $1.5 trillion newly issued preferred 
stock in their major banks. In October 2010, Nobel laureate Joseph Stiglitz explained 
how the US Federal Reserve was implementing another monetary policy —creating 
currency— as a method to combat the liquidity trap. By creating $600 billion and 
inserting this directly into banks, the Federal Reserve intended to spur banks to 
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finance more domestic loans and refinance mortgages. However, banks instead were 
spending the money in more profitable areas by investing internationally in emerging 
markets. Banks were also investing in foreign currencies, which Stiglitz and others 
point out may lead to currency wars while China redirects its currency holdings away 
from the United States. 


Governments have also bailed out a variety of firms as discussed above, incurring 
large financial obligations. To date, various US government agencies have committed 
or spent trillions of dollars in loans, asset purchases, guarantees, and direct 

spending. Significant controversy has accompanied the bailout, leading to the 
development of a variety of "decision making frameworks", to help balance 
competing policy interests during times of financial crisis. 


The US executed two stimulus packages, totaling nearly $1 trillion during 2008 and 
2009. Other countries also implemented fiscal stimulus plans beginning in 2008. 


United States President Barack Obama and key advisers introduced a series of 
regulatory proposals in June 2009. The proposals address consumer 

protection, executive pay, bank financial cushions or capital requirements, expanded 
regulation of the shadow banking system and derivatives, and enhanced authority for 
the Federal Reserve to safely wind-down systemically important institutions, among 
others. In January 2010, Obama proposed additional regulations limiting the ability of 
banks to engage in proprietary trading. The proposals were dubbed "The Volcker 
Rule", in recognition of Paul Volcker, who has publicly argued for the proposed 
changes. 


The US Senate passed a reform bill in May 2010, following the House, which passed 
a bill in December 2009. These bills must now be reconciled. The New York 

Times provided a comparative summary of the features of the two bills, which address 
to varying extent the principles enumerated by the Obama administration. For 
instance, the Volcker Rule against proprietary trading is not part of the legislation, 
though in the Senate bill regulators have the discretion but not the obligation to 
prohibit these trades. 


European regulators introduced Basel III regulations for banks. It increased capital 
ratios, limits on leverage, narrow definition of capital (to exclude subordinated debt), 
limit counter-party risk, and new liquidity requirements. Critics argue that Basel III 
doesn’t address the problem of faulty risk-weightings. Major banks suffered losses 
from AAA-rated created by financial engineering (which creates apparently risk-free 
assets out of high risk collateral) that required less capital according to Basel II. 
Lending to AA-rated sovereigns has a risk-weight of zero, thus increasing lending to 
governments and leading to the next crisis. Johan Norberg argues that regulations 
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(Basel III among others) have indeed led to excessive lending to risky governments 
and the ECBpursues even more lending as the solution. 


At least two major reports were produced by Congress: the Financial Crisis Inquiry 
Commission report, released January 2011, and a report by the United States Senate 
Homeland Security Permanent Subcommittee on Investigations entitled Wall Street 
and the Financial Crisis: Anatomy of a Financial Collapse (released April 2011). 


e February 13, 2009 — President Barack Obama signed American Receovery and 
Reinvestment Act of 2009. 

e May 20, 2009 — President Obama signed Fraud Enforcement and Recovery Act 
of 2009. 

e December 11, 2009 — House cleared bill H.R.4173, Wall Street Reform and 
Consumer Protection Act of 2009. 

e April 15, 2010 — Senate introduced bill $.3217, Restoring American Financial 
Stability Act of 2010. 

e July 21, 2010 — Dodd—Frank Wall Street Reform and Consumer Protection 
Act enacted. 

e In Iceland in April 2012, the special Landsd6mur court convicted former Prime 
Minister Geir Haarde of mishandling the 2008—2012 Icelandic financial crisis. 

e As of September 2011, no individuals in the UK have been prosecuted for 
misdeeds during the financial meltdown of 2008. 


As of 2012, in the United States, a large volume of troubled mortgages remained in 
place. It had proved impossible for most homeowners facing foreclosure to refinance 
or modify their mortgages and foreclosure rates remained high. 


The US recession that began in December 2007 ended in June 2009, according to the 
US National Bureau of Economic Research (NBER) and the financial crisis appears to 
have ended about the same time. In April 2009 TIME magazine declared "More 
Quickly Than It Began, The Banking Crisis Is Over." The United States Financial 
Crisis Inquiry Commission dates the crisis to 2008. President Barack Obama declared 
on January 27, 2010, "the markets are now stabilized, and we've recovered most of the 
money we spent on the banks." 


The New York Times identifies March 2009 as the "nadir of the crisis" and noted in 
2011 that "Most stock markets around the world are at least 75 percent higher than 
they were then. Financial stocks, which led the markets down, have also led them up." 
Nevertheless, the lack of fundamental changes in banking and financial markets 
wotries many market participants, including the International Monetary Fund. 
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The distribution of household incomes in the United States has become more unequal 
during the post-2008 economic recovery, a first for the US but in line with the trend 
over the last ten economic recoveries since 1949. Income inequality in the United 
States has grown from 2005 to 2012 in more than 2 out of 3 metropolitan 

areas. Median household wealth fell 35% in the US, from $106,591 to $68,839 
between 2005 and 2011. 


The financial crisis generated many articles and books outside of the scholarly and 
financial press, including articles and books by author William Greider, 

economist Michael Hudson, author and former bond salesman Michael Lewis, Kevin 
Phillips, and investment broker Peter Schiff. 


In May 2010, a documentary, Overdose: A Film about the Next Financial 

Crisis, premiered about how the financial crisis came about and how the solutions that 
have been applied by many governments are setting the stage for the next crisis. The 
film is based on the book Financial Fiasco by Johan Norberg and features Alan 
Greenspan, with funding from the libertarian think tank The Cato Institute. Greenspan 
is responsible for de-regulating the derivatives market while chairman of the Federal 
Reserve. 


In October 2010, a documentary film about the crisis, Inside Job directed by Charles 
Ferguson, was released by Sony Pictures Classics. In 2011, it was awarded 
the Academy Award for Best Documentary Feature at the 83rd Academy Awards. 


Time magazine named "25 People to Blame for the Financial Crisis". 


Michael Lewis published a best-selling non-fiction book about the crisis, entitled The 
Big Short. In 2015, it was adapted into a film of the same name, which won 

the Academy Award for Best Adapted Screenplay. One point raised is to what extent 
those outside of the markets themselves (i.e., not working for a mainstream 
investment bank) could forecast the events and be generally less myopic. Subsequent 
to the crisis itself some observers furthermore noted a change in social relations as 
some group culpability emerged. 
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Financial crisis 


A financial crisis is any of a broad variety of situations in which some financial assets 
suddenly lose a large part of their nominal value. In the 19th and early 20th centuries, 
many financial crises were associated with banking panics, and 

many recessions coincided with these panics. Other situations that are often called 
financial crises include stock market crashes and the bursting of other 

financial bubbles, currency crises, and sovereign defaults. Financial crises directly 
result in a loss of paper wealth but do not necessarily result in significant changes in 
the real economy (e.g. the crisis resulting from the famous tulip mania bubble in the 
17th century). 


Many economists have offered theories about how financial crises develop and how 
they could be prevented. There is no consensus, however, and financial crises 
continue to occur from time to time. 


When a bank suffers a sudden rush of withdrawals by depositors, this is called a bank 
run. Since banks lend out most of the cash they receive in deposits, it is difficult for 
them to quickly pay back all deposits if these are suddenly demanded, so a run renders 
the bank insolvent, causing customers to lose their deposits, to the extent that they are 
not covered by deposit insurance. An event in which bank runs are widespread is 
called a systemic banking crisis or banking panic. 


Examples of bank runs include the run on the Bank of the United States in 1931 and 
the run on Northern Rock in 2007. Banking crises generally occur after periods of 
risky lending and resulting loan defaults. 


There is no widely accepted definition of a currency crisis, also called a devaluation 
crisis, is normally considered as part of a financial crisis. Kaminsky et al. (1998), for 
instance, define currency crises as occurring when a weighted average of monthly 
percentage depreciations in the exchange rate and monthly percentage declines in 
exchange reserves exceeds its mean by more than three standard deviations. Frankel 
and Rose (1996) define a currency crisis as a nominal depreciation of a currency of at 
least 25% but it is also defined as at least a 10% increase in the rate of depreciation. In 
general, a currency crisis can be defined as a situation when the participants in an 
exchange market come to recognize that a pegged exchange rate is about to fail, 
causing speculationagainst the peg that hastens the failure and forces a devaluation. 


A speculative bubble exists in the event of large, sustained overpricing of some class 
of assets. One factor that frequently contributes to a bubble is the presence of buyers 
who purchase an asset based solely on the expectation that they can later resell it at a 
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higher price, rather than calculating the income it will generate in the future. If there is 
a bubble, there is also a risk of a crash in asset prices: market participants will go on 
buying only as long as they expect others to buy, and when many decide to sell the 
price will fall. However, it is difficult to predict whether an asset's price actually 
equals its fundamental value, so it is hard to detect bubbles reliably. Some economists 
insist that bubbles never or almost never occur. 


Well-known examples of bubbles (or purported bubbles) and crashes in stock prices 
and other asset prices include the 17th century Dutch tulip mania, the 18th 

century South Sea Bubble,the Wall Street Crash of 1929, the Japanese property 
bubble of the 1980s, the crash of the dot-com bubble in 2000—2001, and the now- 
deflating United States housing bubble. The 2000s sparked a real estate bubble where 
housing prices were increasing significantly as an asset good. 


When a country that maintains a fixed exchange rate is suddenly forced to devalue its 
currency due to accruing an unsustainable current account deficit, this is called 

a currency crisis or balance of payments crisis. When a country fails to pay back 

its sovereign debt, this is called a sovereign default. While devaluation and default 
could both be voluntary decisions of the government, they are often perceived to be 
the involuntary results of a change in investor sentiment that leads to a sudden stop in 
capital inflows or a sudden increase in capital flight. 


Several currencies that formed part of the European Exchange Rate 

Mechanism suffered crises in 1992—93 and were forced to devalue or withdraw from 
the mechanism. Another round of currency crises took place in Asia in 1997-98. 
Many Latin American countries defaulted on their debt in the early 1980s. The 1998 
Russian financial crisis resulted in a devaluation of the ruble and default on Russian 
government bonds. 


Negative GDP growth lasting two or more quarters is called a recession. An 
especially prolonged or severe recession may be called a depression, while a long 
period of slow but not necessarily negative growth is sometimes called economic 
stagnation. 


Some economists argue that many recessions have been caused in large part by 
financial crises. One important example is the Great Depression, which was preceded 
in many countries by bank runs and stock market crashes. The subprime mortgage 
crisis and the bursting of other real estate bubbles around the world also led to 
recession in the U.S. and a number of other countries in late 2008 and 2009. 


Some economists argue that financial crises are caused by recessions instead of the 
other way around, and that even where a financial crisis is the initial shock that sets 
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off a recession, other factors may be more important in prolonging the recession. In 
particular, Milton Friedman and Anna Schwartz argued that the initial economic 
decline associated with the crash of 1929 and the bank panics of the 1930s would not 
have turned into a prolonged depression if it had not been reinforced by monetary 
policy mistakes on the part of the Federal Reserve, a position supported by Ben 
Bernanke. 


It is often observed that successful investment requires each investor in a financial 
market to guess what other investors will do. George Soros has called this need to 
guess the intentions of others ‘reflexivity’. Similarly, John Maynard Keynes compared 
financial markets to a beauty contest game in which each participant tries to predict 
which model other participants will consider most beautiful. Circularity and self- 
fulfilling prophecies may be exaggerated when reliable information is not available 
because of opaque disclosures or a lack of disclosure. 


Furthermore, in many cases investors have incentives to coordinate their choices. For 
example, someone who thinks other investors want to buy lots of Japanese yen may 
expect the yen to rise in value, and therefore has an incentive to buy yen too. 
Likewise, a depositor in IndyMac Bank who expects other depositors to withdraw 
their funds may expect the bank to fail, and therefore has an incentive to withdraw 
too. Economists call an incentive to mimic the strategies of others strategic 
complementarity. 


It has been argued that if people or firms have a sufficiently strong incentive to do the 
same thing they expect others to do, then self-fulfilling prophecies may occur. For 
example, if investors expect the value of the yen to rise, this may cause its value to 
rise; if depositors expect a bank to fail this may cause it to fail. Therefore, financial 
crises are sometimes viewed as a vicious circle in which investors shun some 
institution or asset because they expect others to do so. 


Leverage, which means borrowing to finance investments, is frequently cited as a 
contributor to financial crises. When a financial institution (or an individual) only 
invests its own money, it can, in the very worst case, lose its own money. But when it 
borrows in order to invest more, it can potentially earn more from its investment, but 
it can also lose more than all it has. Therefore, leverage magnifies the potential returns 
from investment, but also creates a risk of bankruptcy. Since bankruptcy means that a 
firm fails to honor all its promised payments to other firms, it may spread financial 
troubles from one firm to another . 


The average degree of leverage in the economy often rises prior to a financial crisis. 
For example, borrowing to finance investment in the stock market ("margin buying") 
became increasingly common prior to the Wall Street Crash of 1929. In addition, 
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some scholars have argued that financial institutions can contribute to fragility by 
hiding leverage, and thereby contributing to underpricing of risk. 


Another factor believed to contribute to financial crises is asset-liability mismatch, a 
situation in which the risks associated with an institution's debts and assets are not 
appropriately aligned. For example, commercial banks offer deposit accounts which 
can be withdrawn at any time and they use the proceeds to make long-term loans to 
businesses and homeowners. The mismatch between the banks' short-term liabilities 
(its deposits) and its long-term assets (its loans) is seen as one of the reasons bank 
runs occur (when depositors panic and decide to withdraw their funds more quickly 
than the bank can get back the proceeds of its loans). Likewise, Bear Stearns failed in 
2007-08 because it was unable to renew the short-term debt it used to finance long- 
term investments in mortgage securities. 


In an international context, many emerging market governments are unable to sell 
bonds denominated in their own currencies, and therefore sell bonds denominated in 
US dollars instead. This generates a mismatch between the currency denomination of 
their liabilities (their bonds) and their assets (their local tax revenues), so that they run 
a risk of sovereign default due to fluctuations in exchange rates. 


Many analyses of financial crises emphasize the role of investment mistakes caused 
by lack of knowledge or the imperfections of human reasoning. Behavioural 

finance studies errors in economic and quantitative reasoning. Psychologist Torbjorn 
K A Eliazon has also analyzed failures of economic reasoning in his concept of 
‘cecopathy'. 


Historians, notably Charles P. Kindleberger, have pointed out that crises often follow 
soon after major financial or technical innovations that present investors with new 
types of financial opportunities, which he called "displacements" of investors' 
expectations. Early examples include the South Sea Bubble and Mississippi Bubble of 
1720, which occurred when the notion of investment in shares of company stock was 
itself new and unfamiliar, and the Crash of 1929, which followed the introduction of 
new electrical and transportation technologies. More recently, many financial crises 
followed changes in the investment environment brought about by 

financial deregulation, and the crash of the dot com bubble in 2001 arguably began 
with "irrational exuberance" about Internet technology. 


Unfamiliarity with recent technical and financial innovations may help explain how 
investors sometimes grossly overestimate asset values. Also, if the first investors in a 
new Class of assets (for example, stock in "dot com" companies) profit from rising 
asset values as other investors learn about the innovation (in our example, as others 
learn about the potential of the Internet), then still more others may follow their 
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example, driving the price even higher as they rush to buy in hopes of similar profits. 
If such "herd behaviour" causes prices to spiral up far above the true value of the 
assets, a crash may become inevitable. If for any reason the price briefly falls, so that 
investors realize that further gains are not assured, then the spiral may go into reverse, 
with price decreases causing a rush of sales, reinforcing the decrease in prices. 


Governments have attempted to eliminate or mitigate financial crises by regulating the 
financial sector. One major goal of regulation is transparency: making institutions’ 
financial situations publicly known by requiring regular reporting under standardized 
accounting procedures. Another goal of regulation is making sure institutions have 
sufficient assets to meet their contractual obligations, through reserve 

requirements, capital requirements, and other limits on leverage. 


Some financial crises have been blamed on insufficient regulation, and have led to 
changes in regulation in order to avoid a repeat. For example, the former Managing 
Director of the International Monetary Fund, Dominique Strauss-Kahn, has blamed 
the financial crisis of 2008 on 'regulatory failure to guard against excessive risk-taking 
in the financial system, especially in the US'. Likewise, the New York Times singled 
out the deregulation of credit default swaps as a cause of the crisis. 


However, excessive regulation has also been cited as a possible cause of financial 
crises. In particular, the Basel II Accord has been criticized for requiring banks to 
increase their capital when risks rise, which might cause them to decrease lending 
precisely when capital is scarce, potentially aggravating a financial crisis. 


International regulatory convergence has been interpreted in terms of regulatory 
herding, deepening market herding (discussed above) and so increasing systemic 
risk. From this perspective, maintaining diverse regulatory regimes would be a 
safeguard. 


Fraud has played a role in the collapse of some financial institutions, when companies 
have attracted depositors with misleading claims about their investment strategies, or 
have embezzled the resulting income. Examples include Charles Ponzi's scam in early 
20th century Boston, the collapse of the MMM investment fund in Russia in 1994, the 
scams that led to the Albanian Lottery Uprising of 1997, and the collapse of Madoff 
Investment Securities in 2008. 


Many rogue traders that have caused large losses at financial institutions have been 
accused of acting fraudulently in order to hide their trades. Fraud in mortgage 
financing has also been cited as one possible cause of the 2008 subprime mortgage 
crisis; government officials stated on September 23, 2008 that the FBI was looking 
into possible fraud by mortgage financing companies Fannie Mae and Freddie 
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Mac, Lehman Brothers, and insurer American International Group. Likewise it has 
been argued that many financial companies failed in the recent crisis because their 
managers failed to carry out their fiduciary duties. 


Contagion refers to the idea that financial crises may spread from one institution to 
another, as when a bank run spreads from a few banks to many others, or from one 
country to another, as when currency crises, sovereign defaults, or stock market 
crashes spread across countries. When the failure of one particular financial institution 
threatens the stability of many other institutions, this is called systemic risk. 


One widely cited example of contagion was the spread of the Thai crisis in 1997 to 
other countries like South Korea. However, economists often debate whether 
observing crises in many countries around the same time is truly caused by contagion 
from one market to another, or whether it is instead caused by similar underlying 
problems that would have affected each country individually even in the absence of 
international linkages. 


Some financial crises have little effect outside of the financial sector, like the Wall 
Street crash of 1987, but other crises are believed to have played a role in decreasing 
growth in the rest of the economy. There are many theories why a financial crisis 
could have a recessionary effect on the rest of the economy. These theoretical ideas 
include the ‘financial accelerator’, ‘flight to quality' and ‘flight to liquidity’, and 

the Kiyotaki-Moore model. Some ‘third generation’ models of currency crises explore 
how currency crises and banking crises together can cause recessions. 


Theories 


Austrian School economists Ludwig von Mises and Friedrich Hayek discussed the 
business cycle starting with Mises' Theory of Money and Credit, published in 1912. 


Recurrent major depressions in the world economy at the pace of 20 and 50 years 
have been the subject of studies since Jean Charles Léonard de Sismondi (1773-1842) 
provided the first theory of crisis in a critique of classical political economy's 
assumption of equilibrium between supply and demand. Developing an 

economic crisis theory became the central recurring concept throughout Karl Marx's 
mature work. Marx's law of the tendency for the rate of profit to fall borrowed many 
features of the presentation of John Stuart Mill's discussion Of the Tendency of Profits 
to a Minimum (Principles of Political Economy Book IV Chapter IV). The theory is a 
corollary of the Tendency towards the Centralization of Profits. 


In a capitalist system, successfully-operating businesses return less money to their 
workers (in the form of wages) than the value of the goods produced by those workers 
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(i.e. the amount of money the products are sold for). This profit first goes towards 
covering the initial investment in the business. In the long-run, however, when one 
considers the combined economic activity of all successfully-operating business, it is 
clear that less money (in the form of wages) is being returned to the mass of the 
population (the workers) than is available to them to buy all of these goods being 
produced. Furthermore, the expansion of businesses in the process of competing for 
markets leads to an abundance of goods and a general fall in their prices, further 
exacerbating the tendency for the rate of profit to fall. 


The viability of this theory depends upon two main factors: firstly, the degree to 
which profit is taxed by government and returned to the mass of people in the form of 
welfare, family benefits and health and education spending; and secondly, the 
proportion of the population who are workers rather than investors/business owners. 
Given the extraordinary capital expenditure required to enter modern economic 
sectors like airline transport, the military industry, or chemical production, these 
sectors are extremely difficult for new businesses to enter and are being concentrated 
in fewer and fewer hands. 


Empirical and econometric research continues especially in the world systems 

theory and in the debate about Nikolai Kondratiev and the so-called 50- 

years Kondratiev waves. Major figures of world systems theory, like Andre Gunder 
Frank and Immanuel Wallerstein, consistently warned about the crash that the world 
economy is now facing. World systems scholars and Kondratiev cycle researchers 
always implied that Washington Consensus oriented economists never understood the 
dangers and perils, which leading industrial nations will be facing and are now facing 
at the end of the long economic cycle which began after the oil crisis of 1973. 


Hyman Minsky has proposed a post-Keynesian explanation that is most applicable to 
a closed economy. He theorized that financial fragility is a typical feature of 

any capitalist economy. High fragility leads to a higher risk of a financial crisis. To 
facilitate his analysis, Minsky defines three approaches to financing firms may 
choose, according to their tolerance of risk. They are hedge finance, speculative 
finance, and Ponzi finance. Ponzi finance leads to the most fragility. 


e for hedge finance, income flows are expected to meet financial obligations in 
every period, including both the principal and the interest on loans. 

e for speculative finance, a firm must roll over debt because income flows are 
expected to only cover interest costs. None of the principal is paid off. 

e for Ponzi finance, expected income flows will not even cover interest cost, so 
the firm must borrow more or sell off assets simply to service its debt. The 
hope is that either the market value of assets or income will rise enough to pay 
off interest and principal. 
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Financial fragility levels move together with the business cycle. After a recession, 
firms have lost much financing and choose only hedge, the safest. As the economy 
grows and expected profits rise, firms tend to believe that they can allow themselves 
to take on speculative financing. In this case, they know that profits will not cover all 
the interest all the time. Firms, however, believe that profits will rise and the loans 
will eventually be repaid without much trouble. More loans lead to more investment, 
and the economy grows further. Then lenders also start believing that they will get 
back all the money they lend. Therefore, they are ready to lend to firms without full 
guarantees of success. 


Lenders know that such firms will have problems repaying. Still, they believe these 
firms will refinance from elsewhere as their expected profits rise. This is Ponzi 
financing. In this way, the economy has taken on much risky credit. Now it is only a 
question of time before some big firm actually defaults. Lenders understand the actual 
risks in the economy and stop giving credit so easily. Refinancing becomes 
impossible for many, and more firms default. If no new money comes into the 
economy to allow the refinancing process, a real economic crisis begins. During the 
recession, firms start to hedge again, and the cycle is closed. 


Mathematical approaches to modeling financial crises have emphasized that there is 
often positive feedback between market participants’ decisions . Positive feedback 
implies that there may be dramatic changes in asset values in response to small 
changes in economic fundamentals. For example, some models of currency crises 
(including that of Paul Krugman) imply that a fixed exchange rate may be stable for a 
long period of time, but will collapse suddenly in an avalanche of currency sales in 
response to a sufficient deterioration of government finances or underlying economic 
conditions. 


According to some theories, positive feedback implies that the economy can have 
more than one equilibrium. There may be an equilibrium in which market participants 
invest heavily in asset markets because they expect assets to be valuable. This is the 
type of argument underlying Diamond and Dybvig's model of bank runs, in which 
savers withdraw their assets from the bank because they expect others to withdraw 
too. Likewise, in Obstfeld's model of currency crises, when economic conditions are 
neither too bad nor too good, there are two possible outcomes: speculators may or 
may not decide to attack the currency depending on what they expect other 
speculators to do. 


A variety of models have been developed in which asset values may spiral excessively 
up or down as investors learn from each other. In these models, asset purchases by a 
few agents encourage others to buy too, not because the true value of the asset 
increases when many buy (which is called "strategic complementarity"), but because 
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investors come to believe the true asset value is high when they observe others 
buying. 


In "herding" models, it is assumed that investors are fully rational, but only have 
partial information about the economy. In these models, when a few investors buy 
some type of asset, this reveals that they have some positive information about that 
asset, which increases the rational incentive of others to buy the asset too. Even 
though this is a fully rational decision, it may sometimes lead to mistakenly high asset 
values (implying, eventually, a crash) since the first investors may, by chance, have 
been mistaken. Herding models, based on Complexity Science, indicate that it is the 
internal structure of the market, not external influences, which is primarily responsible 
for crashes. 


In "adaptive learning" or "adaptive expectations" models, investors are assumed to be 
imperfectly rational, basing their reasoning only on recent experience. In such models, 
if the price of a given asset rises for some period of time, investors may begin to 
believe that its price always rises, which increases their tendency to buy and thus 
drives the price up further. Likewise, observing a few price decreases may give rise to 
a downward price spiral, so in models of this type large fluctuations in asset prices 
may occur. Agent-based models of financial markets often assume investors act on the 
basis of adaptive learning or adaptive expectations. 


A noted survey of financial crises is This Time is Different: Eight Centuries of 
Financial Folly (Reinhart & Rogoff 2009), by economists Carmen 

Reinhart and Kenneth Rogoff, who are regarded as among the foremost historians of 
financial crises. In this survey, they trace the history of financial crisis back 

to sovereign defaults — default on public debt, — which were the form of crisis prior to 
the 18th century and continue, then and now causing private bank failures; crises since 
the 18th century feature both public debt default and private debt default. Reinhart and 
Rogoff also class debasement of currency and hyperinflation as being forms of 
financial crisis, broadly speaking, because they lead to unilateral reduction 
(repudiation) of debt. 


Reinhart and Rogoff trace inflation (to reduce debt) to Dionysius of Syracuse, of the 
Ath century BC, and begin their "eight centuries" in 1258; debasement of currency 
also occurred under the Roman empireand Byzantine empire. 


Among the earliest crises Reinhart and Rogoff study is the 1340 default of England, 
due to setbacks in its war with France . Further early sovereign defaults include seven 


defaults by imperial Spain, four under Philip II, three under his successors. 


Other global and national financial mania since the 17th century include: 
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1637: Bursting of tulip mania in the Netherlands — while tulip mania is 
popularly reported as an example of a financial crisis, and was a speculative 
bubble, modern scholarship holds that its broader economic impact was limited 
to negligible, and that it did not precipitate a financial crisis. 

1720: Bursting of South Sea Bubble (Great Britain) and Mississippi 

Bubble (France) — earliest of modern financial crises; in both cases the 
company assumed the national debt of the country (80-85% in Great Britain, 
100% in France), and thereupon the bubble burst. The resulting crisis of 
confidence probably had a deep impact on the financial and political 
development of France. 

Crisis of 1763 - started in Amsterdam, begun by the collapse of Leendert Pieter 
de Neufville's bank, spread to Germany and Scandinavia. 

Crisis of 1772 — in London and Amsterdam. 20 important banks in London 
went bankrupt after one banking house defaulted (bankers Neal, James, 
Fordyce and Down) 

France’s Financial and Debt Crisis (1783—1788)- France severe financial crisis 
due to the immense debt accrued through the French involvement in the Seven 
Years' War (1756-1763) and the American Revolution (1775-1783). 

Panic of 1792 — run on banks in US precipitated by the expansion of credit by 
the newly formed Bank of the United States 

Panic of 1796—1797 — British and US credit crisis caused by land speculation 
bubble 
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European debt crisis 


The European debt crisis (often also referred to as the Eurozone crisis or the European 
sovereign debt crisis) is a multi-year debt crisis that has been taking place in 

the European Union since the end of 2009. Several eurozone member states were 
unable to repay or refinance their government debt or to bail out over-indebted banks 
under their national supervision without the assistance of third parties like 

other Eurozone countries, the European Central Bank (ECB), or the International 
Monetary Fund (IMF). 


The detailed causes of the debt crisis varied. In several countries, private debts arising 
from a property bubble were transferred to sovereign debt as a result of banking 
system bailouts and government responses to slowing economies post-bubble. The 
structure of the eurozone as a currency union (i.e., one currency) without fiscal 

union (e.g., different tax and public pension rules) contributed to the crisis and limited 
the ability of European leaders to respond. European banks own a significant amount 
of sovereign debt, such that concerns regarding the solvency of banking systems or 
sovereigns are negatively reinforcing. 


As concerns intensified in early 2010 and thereafter, leading European nations 
implemented a series of financial support measures such as the European Financial 
Stability Facility (EFSF) and European Stability Mechanism (ESM). The ECB also 
contributed to solve the crisis by lowering interest rates and providing cheap loans of 
more than one trillion euro in order to maintain money flows between European 
banks. On 6 September 2012, the ECB calmed financial markets by announcing free 
unlimited support for all eurozone countries involved in a sovereign state 
bailout/precautionary programme from EFSF/ESM, through some yield 

lowering Outright Monetary Transactions (OMT). 


Return to economic growth and improved structural deficits enabled Ireland and 
Portugal to exit their bailout programmes in July 2014. Greece and Cyprus both 
managed to partly regain market access in 2014. Spain never officially received a 
bailout programme. Its rescue package from the ESM was earmarked for a bank 
recapitalisation fund and did not include financial support for the government itself. 


The crisis has had significant adverse economic effects and labour market effects, 
with unemployment rates in Greece and Spain reaching 27%, and was blamed for 
subdued economic growth, not only for the entire eurozone, but for the entire 
European Union. As such, it can be argued to have had a major political impact on the 
ruling governments in 10 out of 19 eurozone countries, contributing to power shifts in 
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Greece, Ireland, France, Italy, Portugal, Spain, Slovenia, Slovakia, Belgium and the 
Netherlands, as well as outside of the eurozone, in the United Kingdom. 


The eurozone crisis resulted from the structural problem of the eurozone and a 
combination of complex factors, including the globalisation of finance; easy credit 
conditions during the 2002—2008 period that encouraged high-risk lending and 
borrowing practices; the financial crisis of 2007—08; international trade 
imbalances; real estate bubbles that have since burst; the Great Recession of 2008— 
2012; fiscal policy choices related to government revenues and expenses; and 
approaches used by states to bail out troubled banking industries and private 
bondholders, assuming private debt burdens or socializing losses. 


In 1992, members of the European Union signed the Maastricht Treaty, under which 
they pledged to limit their deficit spending and debt levels. However, in the early 
2000s, some EU member states were failing to stay within the confines of 

the Maastricht criteria and turned to securitising future government revenues to reduce 
their debts and/or deficits, sidestepping best practice and ignoring international 
standards. This allowed the sovereigns to mask their deficit and debt levels through a 
combination of techniques, including inconsistent accounting, off-balance-sheet 
transactions, and the use of complex currency and credit derivatives structures. From 
late 2009 on, after Greece's newly elected, PASOK government stopped masking its 
true indebtedness and budget deficit, fears of sovereign defaults in certain European 
states developed in the public, and the government debt of several states was 
downgraded. The crisis subsequently spread to Ireland and Portugal, while raising 
concerns about Italy, Spain, and the European banking system, and more fundamental 
imbalances within the eurozone. 


The under-reporting was exposed through a revision of the forecast for the 2009 
budget deficit from "6—8%" of GDP (no greater than 3% of GDP was a rule of 

the Maastricht Treaty) to 12.7%, almost immediately after PASOK won the October 
2009 Greek national elections. Large upwards revision of budget deficit forecasts due 
to the international financial crisis were not limited to Greece: for example, in the 
United States forecast for the 2009 budget deficit was raised from $407 billion 
projected in the 2009 fiscal year budget, to $1.4 trillion, while in the United Kingdom 
there was a final forecast more than 4 times higher than the original. In Greece, the 
low ("6—8%") forecast was reported until very late in the year (September 2009), 
clearly not corresponding to the actual situation. 


The fact that the Greek debt exceeded $400 billion (over 120% of GDP) and France 
owned 10% of that debt, struck terror into investors at the word "default". Although 
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market reaction was rather slow—Greek 10-year government bond yield only 
exceeded 7% in April 2010—they coincided with a large number of negative articles, 
leading to arguments about the role of international news media and other actors 
fuelling the crisis. 


The European debt crisis erupted in the wake of the Great Recession around late 2009, 
and was characterized by an environment of overly high government structural 
deficits and accelerating debt levels. When, as a negative repercussion of the Great 
Recession, the relatively fragile banking sector had suffered large capital losses, most 
states in Europe had to bail out several of their most affected banks with some 
supporting recapitalization loans, because of the strong linkage between their survival 
and the financial stability of the economy. As of January 2009, a group of 10 central 
and eastern European banks had already asked for a bailout. At the time, the European 
Commission released a forecast of a 1.8% decline in EU economic output for 2009, 
making the outlook for the banks even worse. The many public funded bank 
recapitalizations were one reason behind the sharply deteriorated debt-to-GDP 

ratios experienced by several European governments in the wake of the Great 
Recession. The main root causes for the four sovereign debt crises erupting in Europe 
were reportedly a mix of: weak actual and potential growth; competitive 

weakness; liquidation of banks and sovereigns; large pre-existing debt-to-GDP ratios; 
and considerable liability stocks (government, private, and non-private sector). 


In the first few weeks of 2010, there was renewed anxiety about excessive national 
debt, with lenders demanding ever-higher interest rates from several countries with 
higher debt levels, deficits, and current account deficits. This in turn made it difficult 
for four out of eighteen Eurozone governments to finance further budget deficits and 
repay or refinance existing government debt, particularly when economic growth rates 
were low, and when a high percentage of debt was in the hands of foreign creditors, as 
in the case of Greece and Portugal. 


The states that were adversely affected by the crisis faced a strong rise in interest rate 
spreads for government bonds as a result of investor concerns about their future debt 
sustainability. Four eurozone states had to be rescued by sovereign bailout programs, 
which were provided jointly by the International Monetary Fund and the European 
Commission, with additional support at the technical level from the European Central 
Bank. Together these three international organisations representing the bailout 
creditors became nicknamed "the Troika". 


To fight the crisis some governments have focused on raising taxes and lowering 
expenditures, which contributed to social unrest and significant debate among 
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economists, many of whom advocate greater deficits when economies are struggling. 
Especially in countries where budget deficits and sovereign debts have increased 
sharply, a crisis of confidence has emerged with the widening of bond yield 
spreadsand risk insurance on CDS between these countries and other EU member 
states, most importantly Germany. By the end of 2011, Germany was estimated to 
have made more than €9 billion out of the crisis as investors flocked to safer but near 
zero interest rate German federal government bonds (bunds). By July 2012 also the 
Netherlands, Austria, and Finland benefited from zero or negative interest rates. 
Looking at short-term government bonds with a maturity of less than one year the list 
of beneficiaries also includes Belgium and France. While Switzerland (and 
Denmark) equally benefited from lower interest rates, the crisis also harmed its export 
sector due to a substantial influx of foreign capital and the resulting rise of the Swiss 
franc. In September 2011 the Swiss National Bank surprised currency traders by 
pledging that "it will no longer tolerate a euro-franc exchange rate below the 
minimum rate of 1.20 francs", effectively weakening the Swiss franc. This is the 
biggest Swiss intervention since 1978. 


Despite sovereign debt having risen substantially in only a few eurozone countries, 
with the three most affected countries Greece, Ireland and Portugal collectively only 
accounting for 6% of the eurozone's gross domestic product (GDP), it has become a 
perceived problem for the area as a whole, leading to speculation of further contagion 
of other European countries and a possible break-up of the eurozone. In total, the debt 
crisis forced five out of 17 eurozone countries to seek help from other nations by the 
end of 2012. 


In mid-2012, due to successful fiscal consolidation and implementation of structural 
reforms in the countries being most at risk and various policy measures taken by EU 
leaders and the ECB (see below), financial stability in the eurozone has improved 
significantly and interest rates have steadily fallen. This has also greatly diminished 
contagion risk for other eurozone countries. As of October 2012 only 3 out of 17 
eurozone countries, namely Greece, Portugal, and Cyprus still battled with long-term 
interest rates above 6%. By early January 2013, successful sovereign debt auctions 
across the eurozone but most importantly in Ireland, Spain, and Portugal, shows 
investors believe the ECB-backstop has worked. In November 2013 ECB lowered 
its bank rate to only 0.25% to aid recovery in the eurozone. As of May 2014 only two 
countries (Greece and Cyprus) still need help from third parties. 


In the early mid-2000s, Greece's economy was one of the fastest growing in the 
eurozone and was associated with a large structural deficit. As the world economy 
was hit by the financial crisis of 2007—08, Greece was hit especially hard because its 
main industries—shipping and tourism—were especially sensitive to changes in the 


oa 


business cycle. The government spent heavily to keep the economy functioning and 
the country's debt increased accordingly. 


Despite the drastic upwards revision of the forecast for the 2009 budget deficit in 
October 2009, Greek borrowing rates initially rose rather slowly. By April 2010 it was 
apparent that the country was becoming unable to borrow from the markets; on 23 
April 2010, the Greek government requested an initial loan of €45 billion from the EU 
and International Monetary Fund (IMF), to cover its financial needs for the remaining 
part of 2010. A few days later Standard & Poor's slashed Greece's sovereign debt 
rating to BB+ or "junk" status amid fears of default, in which case investors were 
liable to lose 30-50% of their money. Stock markets worldwide and the euro currency 
declined in response to the downgrade. 


On 1 May 2010, the Greek government announced a series of austerity measures 

(the Third austerity package within months) to secure a three-year €110 billion loan 
(First Economic Adjustment Programme). This was met with great anger by some 
Greeks, leading to massive protests, riots, and social unrest throughout Greece. The 
Troika, a tripartite committee formed by the European Commission, the European 
Central Bank and the International Monetary Fund (EC, ECB and IMP), offered 
Greece a second bailout loan worth €130 billion in October 2011 (Second Economic 
Adjustment Programme), but with the activation being conditional on implementation 
of further austerity measures and a debt restructure agreement. Surprisingly, the Greek 
prime minister George Papandreou first answered that call by announcing a December 
2011 referendum on the new bailout plan, but had to back down amidst strong 
pressure from EU partners, who threatened to withhold an overdue €6 billion loan 
payment that Greece needed by mid-December. On 10 November 2011, Papandreou 
resigned following an agreement with the New Democracy party and the Popular 
Orthodox Rally to appoint non-MP technocrat Lucas Papademos as new prime 
minister of an interim national union government, with responsibility for 
implementing the needed austerity measures to pave the way for the second bailout 
loan. 


All the implemented austerity measures have helped Greece bring down its primary 
deficit—i.e., fiscal deficit before interest payments—from €24.7bn (10.6% of GDP) in 
2009 to just €5.2bn (2.4% of GDP) in 2011, but as a side-effect they also contributed 
to a worsening of the Greek recession, which began in October 2008 and only became 
worse in 2010 and 2011. The Greek GDP had its worst decline in 2011 with —6.9%, a 
year where the seasonal adjusted industrial output ended 28.4% lower than in 

2005, and with 111,000 Greek companies going bankrupt (27% higher than in 2010). 
As aresult, Greeks have lost about 40% of their purchasing power since the start of 
the crisis, they spend 40% less on goods and services, and the seasonal adjusted 
unemployment rate grew from 7.5% in September 2008 to a record high of 27.9% in 
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June 2013, while the youth unemployment rate rose from 22.0% to as high as 
62%. Youth unemployment ratio hit 16.1 per cent in 2012. 


Overall the share of the population living at "risk of poverty or social exclusion" did 
not increase notably during the first two years of the crisis. The figure was measured 
to 27.6% in 2009 and 27.7% in 2010 (only being slightly worse than the EU27- 
average at 23.4%), but for 2011 the figure was now estimated to have risen sharply 
above 33%. In February 2012, an IMF official negotiating Greek austerity measures 
admitted that excessive spending cuts were harming Greece. The IMF predicted the 
Greek economy to contract by 5.5% by 2014. Harsh austerity measures led to an 
actual contraction after six years of recession of 17%. 


Some economic experts argue that the best option for Greece, and the rest of the EU, 
would be to engineer an "orderly default", allowing Athens to withdraw 
simultaneously from the eurozone and reintroduce its national currency the drachma 
at a debased rate. If Greece were to leave the euro, the economic and political 
consequences would be devastating. According to Japanese financial 

company Nomuraan exit would lead to a 60% devaluation of the new drachma. 
Analysts at French bank BNP Paribas added that the fallout from a Greek exit would 
wipe 20% off Greece's GDP, increase Greece's debt-to-GDP ratio to over 200%, and 
send inflation soaring to 40-50%. Also UBS warned of hyperinflation, a bank run and 
even "military coups and possible civil war that could afflict a departing 
country".Eurozone National Central Banks (NCBs) may lose up to €100bn in debt 
claims against the Greek national bank through the ECB's TARGET2 system. 

The Deutsche Bundesbank alone may have to write off €27bn. 


To prevent this from happening, the Troika (EC, IMF and ECB) eventually agreed in 
February 2012 to provide a second bailout package worth €130 billion, conditional on 
the implementation of another harsh austerity package that would reduce Greek 
expenditure by €3.3bn in 2012 and another €10bn in 2013 and 2014. Then, in March 
2012, the Greek government did finally default on its debt, which was the largest 
default in history by a government, about twice as big as Russia's 1918 default. This 
counted as a "credit event" and holders of credit default swaps were paid accordingly. 
This included a new law passed by the government so that private holders of Greek 
government bonds (banks, insurers and investment funds) would "voluntarily" accept 
a bond swap with a 53.5% nominal write-off, partly in short-term EFSF notes, partly 
in new Greek bonds with lower interest rates and the maturity prolonged to 11—30 
years (independently of the previous maturity). It is the world's biggest debt 
restructuring deal ever done, affecting some €206 billion of Greek government bonds. 
The debt write-off had a size of €107 billion, and caused the Greek debt level to fall 
from roughly €350bn to €240bn in March 2012, with the predicted debt burden now 
showing a more sustainable size equal to 117% of GDP by 2020, somewhat lower 
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than the target of 120.5% initially outlined in the signed Memorandum with the 
Troika. In December 2012, the Greek government bought back €21 billion ($27 
billion) of their bonds for 33 cents on the euro. 


Critics such as the director of LSE's Hellenic Observatory argue that the billions of 
taxpayer euros are not saving Greece but financial institutions. Of all €252bn in 
bailouts between 2010 and 2015, just 10% has found its way into financing continued 
public deficit spending on the Greek government accounts. Much of the rest went 
straight into refinancing the old stock of Greek government debt (originating mainly 
from the high general government deficits being run in previous years), which was 
mainly held by private banks and hedge funds by the end of 2009. According to LSE, 
"more than 80 % of the rescue package" is going to refinance the expensive old 
maturing Greek government debt towards private creditors (mainly private banks 
outside Greece), replacing it with new debt to public creditors on more favourable 
terms, that is to say paying out their private creditors with new debt issued by its new 
group of public creditors known as the Troika. The shift in liabilities from European 
banks to European taxpayers has been staggering. One study found that the public 
debt of Greece to foreign governments, including debt to the EU/IMF loan facility and 
debt through the Eurosystem, increased from €47.8bn to €180.5bn (+132,7bn) 
between January 2010 and September 2011, while the combined exposure of foreign 
banks to (public and private) Greek entities was reduced from well over €200bn in 
2009 to around €80bn (—120bn) by mid-February 2012. As of 2015, 78% of Greek 
debt is owed to public sector institutions, primarily the EU. According to a study by 
the European School of Management and Technology only €9.7bn or less than 5% of 
the first two bailout programs went to the Greek fiscal budget, while most of the 
money went to French and German banks. (In June 2010, France's and Germany's 
foreign claims vis-a-vis Greece were $57bn and $31bn respectively. German banks 
owned $60bn of Greek, Portuguese, Irish and Spanish government debt and $151bn of 
banks' debt of these countries.) According to a leaked document, dated May 2010, the 
IMF was fully aware of the fact that the Greek bailout program was aimed at rescuing 
the private European banks — mainly from France and Germany. A number of IMF 
Executive Board members from India, Brazil, Argentina, Russia, and Switzerland 
criticized this in an internal memorandum, pointing out that Greek debt would be 
unsustainable. However their French, German and Dutch colleagues refused to reduce 
the Greek debt or to make (their) private banks pay. 


Mid May 2012, the crisis and impossibility to form a new government after elections 
and the possible victory by the anti-austerity axis led to new speculations Greece 
would have to leave the eurozone shortly due. This phenomenon became known as 
"Grexit" and started to govern international market behaviour. The centre-right's 
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narrow victory in the 17 June election gave hope that Greece would honour its 
obligations and stay in the Euro-zone. 


Due to a delayed reform schedule and a worsened economic recession, the new 
government immediately asked the Troika to be granted an extended deadline from 
2015 to 2017 before being required to restore the budget into a self-financed situation; 
which in effect was equal to a request of a third bailout package for 2015—16 worth 
€32.6bn of extra loans. On 11 November 2012, facing a default by the end of 
November, the Greek parliament passed a new austerity package worth 

€18.8bn, including a "labour market reform" and "midterm fiscal plan 2013-16". In 
return, the Eurogroup agreed on the following day to lower interest rates and prolong 
debt maturities and to provide Greece with additional funds of around €10bn for 

a debt-buy-back programme. The latter allowed Greece to retire about half of the €62 
billion in debt that Athens owes private creditors, thereby shaving roughly €20 
billion off that debt. This should bring Greece's debt-to-GDP ratio down to 124% by 
2020 and well below 110% two years later. Without agreement the debt-to-GDP ratio 
would have risen to 188% in 2013. 


The Financial Times special report on the future of the European Union argues that 
the liberalisation of labour markets has allowed Greece to narrow the cost- 
competitiveness gap with other southern eurozone countries by approximately 50% 
over the past two years. This has been achieved primary through wage reductions, 
though businesses have reacted positively. The opening of product and service 
markets is proving tough because interest groups are slowing reforms. The biggest 
challenge for Greece is to overhaul the tax administration with a significant part of 
annually assessed taxes not paid. Poul Thomsen, the IMF official who heads the 
bailout mission in Greece, stated that "in structural terms, Greece is more than 
halfway there". 


In June 2013, Equity index provider MSCI Inc. reclassified Greece as an emerging 
market, citing failure to qualify on several criteria for market accessibility. 


Both of the latest bailout programme audit reports, released independently by the 
European Commission and IMF in June 2014, revealed that even after transfer of the 
scheduled bailout funds and full implementation of the agreed adjustment package in 
2012, there was a new forecast financing gap of: €5.6bn in 2014, €12.3bn in 2015, 
and €0bn in 2016. The new forecast financing gaps will need either to be covered by 
the government's additional lending from private capital markets, or to be countered 
by additional fiscal improvements through expenditure reductions, revenue hikes or 
increased amount of privatizations. Due to an improved outlook for the Greek 
economy, with return of a government structural surplus in 2012, return of real GDP 
growth in 2014, and a decline of the unemployment rate in 2015, it was possible for 
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the Greek government to return to the bond market during the course of 2014, for the 
purpose of fully funding its new extra financing gaps with additional private capital. A 
total of €6.1bn was received from the sale of three-year and five-year bonds in 2014, 
and the Greek government now plans to cover its forecast financing gap for 2015 with 
additional sales of seven-year and ten-year bonds in 2015. 


The latest recalculation of the seasonally adjusted quarterly GDP figures for the Greek 
economy revealed that it had been hit by three distinct recessions in the turmoil of 
the Global Financial Crisis: 


e Q3-2007 until Q4-2007 (duration = 2 quarters) 

¢ Q2-2008 until Q1-2009 (duration = 4 quarters, referred to as being part of the Great 
Recession) 

e Q3-2009 until Q4-2013 (duration = 18 quarters, referred to as being part of the 
Eurozone crisis) 


Greece experienced positive economic growth in each of the three first quarters of 
2014. The return of economic growth, along with the now existing underlying 
structural budget surplus of the general government, build the basis for the debt-to- 
GDP ratio to start a significant decline in the coming years ahead, which will help 
ensure that Greece will be labelled "debt sustainable" and fully regain complete access 
to private lending markets in 2015. While the Greek government-debt crisis hereby is 
forecast officially to end in 2015, many of its negative repercussions (e.g. a high 
unemployment rate) are forecast still to be felt during many of the subsequent years. 


During the second half of 2014, the Greek government again negotiated with the 
Troika. The negotiations were this time about how to comply with the programme 
requirements, to ensure activation of the payment of its last scheduled eurozone 
bailout tranche in December 2014, and about a potential update of its remaining 
bailout programme for 2015—16. When calculating the impact of the 2015 fiscal 
budget presented by the Greek government, there was a disagreement, with the 
calculations of the Greek government showing it fully complied with the goals of its 
agreed "Midterm fiscal plan 2013—16", while the Troika calculations were less 
optimistic and returned a not covered financing gap at €2.5bn (being required to be 
covered by additional austerity measures). As the Greek government insisted their 
calculations were more accurate than those presented by the Troika, they submitted an 
unchanged fiscal budget bill on 21 November, to be voted for by the parliament on 7 
December. The Eurogroup was scheduled to meet and discuss the updated review of 
the Greek bailout programme on 8 December (to be published on the same day), and 
the potential adjustments to the remaining programme for 2015—16. There were 
rumours in the press that the Greek government has proposed immediately to end the 
previously agreed and continuing IMF bailout programme for 2015-16, replacing it 
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with the transfer of €11bn unused bank recapitalization funds currently held as reserve 
by the Hellenic Financial Stability Fund (HFSF), along with establishment of a new 
precautionary Enhanced Conditions Credit Line (ECCL) issued by the European 
Stability Mechanism. The ECCL instrument is often used as a follow-up 
precautionary measure, when a state has exited its sovereign bailout programme, with 
transfers only taking place if adverse financial/economic circumstances materialize, 
but with the positive effect that it help calm down financial markets as the presence of 
this extra backup guarantee mechanism makes the environment safer for investors. 


The positive economic outlook for Greece—based on the return of seasonally adjusted 
real GDP growth across the first three quarters of 2014—-was replaced by a new 
fourth recession starting in Q4-2014. This new fourth recession was widely assessed 
as being direct related to the premature snap parliamentary election called by the 
Greek parliament in December 2014 and the following formation of a Syriza-led 
government refusing to accept respecting the terms of its current bailout agreement. 
The rising political uncertainty of what would follow caused the Troika to suspend all 
scheduled remaining aid to Greece under its current programme, until such time as the 
Greek government either accepted the previously negotiated conditional payment 
terms or alternatively could reach a mutually accepted agreement of some new 
updated terms with its public creditors. This rift caused a renewed increasingly 
growing liquidity crisis (both for the Greek government and Greek financial system), 
resulting in plummeting stock prices at the Athens Stock Exchange while interest rates 
for the Greek government at the private lending market spiked to levels once again 
making it inaccessible as an alternative funding source. 


Faced by the threat of a sovereign default and potential resulting exit of the eurozone, 
some final attempts were made by the Greek government in May 2015 to settle an 
agreement with the Troika about some adjusted terms for Greece to comply with in 
order to activate the transfer of the frozen bailout funds in its current programme. The 
Eurogroup recently granted a six-month technical extension of its current bailout 
programme to Greece (now set to expire by the end of June 2015), which means the 
time window to complete negotiations and subsequently implement the conditional 
measures to unlock the remaining bailout transfers now is very short. Expectations are 
that Greece in addition will need a follow-up support programme starting 1 July 2015. 
The Troika announced the condition for offering Greece (and begin negotiations 
about) establishment of a follow-up programme would be a prior successful 
completion of the re-negotiated current programme. 


On 5 July 2015, the citizens of Greece voted decisively (a 61% to 39% decision with 
62.5% voter turnout) to reject a referendum that would have given Greece more 
bailout help from other EU members in return for increased austerity measures. As a 
result of this vote, Greece's finance minister Yanis Varoufakis stepped down on 6 
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July. Negotiations between Greece and other Eurozone members will continue in the 
following days to procure funds from the European Central Bank in order to prevent 
an economic collapse in the country. 


Greece was the first developed country to have missed a payment to the IMF in 2015. 


The Irish sovereign debt crisis arose not from government over-spending, but from the 
state guaranteeing the six main Irish-based banks who had financed a property bubble. 
On 29 September 2008, Finance Minister Brian Lenihan, Jnr issued a two-year 
guarantee to the banks' depositors and bondholders. The guarantees were subsequently 
renewed for new deposits and bonds in a slightly different manner. In 2009, 

a National Asset Management Agency (NAMA) was created to acquire large 
property-related loans from the six banks at a market-related "long-term economic 
value". 


Irish banks had lost an estimated 100 billion euros, much of it related to defaulted 
loans to property developers and homeowners made in the midst of the property 
bubble, which burst around 2007. The economy collapsed during 2008. 
Unemployment rose from 4% in 2006 to 14% by 2010, while the national budget went 
from a surplus in 2007 to a deficit of 32% GDP in 2010, the highest in the history of 
the eurozone, despite austerity measures. 


With Ireland's credit rating falling rapidly in the face of mounting estimates of the 
banking losses, guaranteed depositors and bondholders cashed in during 2009-10, and 
especially after August 2010. (The necessary funds were borrowed from the central 
bank.) With yields on Irish Government debt rising rapidly, it was clear that the 
Government would have to seek assistance from the EU and IMF, resulting in a €67.5 
billion "bailout" agreement of 29 November 2010 Together with additional €17.5 
billion coming from Ireland's own reserves and pensions, the government 

received €85 billion, of which up to €34 billion was to be used to support the country's 
failing financial sector (only about half of this was used in that way following stress 
tests conducted in 2011). In return the government agreed to reduce its budget deficit 
to below three per cent by 2015. In April 2011, despite all the measures 

taken, Moody's downgraded the banks' debt to junk status. 


In July 2011, European leaders agreed to cut the interest rate that Ireland was paying 
on its EU/IMF bailout loan from around 6% to between 3.5% and 4% and to double 
the loan time to 15 years. The move was expected to save the country between 600— 
700 million euros per year. On 14 September 2011, in a move to further ease Ireland's 
difficult financial situation, the European Commission announced it would cut the 
interest rate on its €22.5 billion loan coming from the European Financial Stability 
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Mechanism, down to 2.59 per cent—which is the interest rate the EU itself pays to 
borrow from financial markets. 


The Euro Plus Monitor report from November 2011 attests to Ireland's vast progress 
in dealing with its financial crisis, expecting the country to stand on its own feet again 
and finance itself without any external support from the second half of 2012 onwards. 
According to the Centre for Economics and Business Research Ireland's export-led 
recovery "will gradually pull its economy out of its trough". As a result of the 
improved economic outlook, the cost of 10-year government bonds has fallen from its 
record high at 12% in mid July 2011 to below 4% in 2013 . 


On 26 July 2012, for the first time since September 2010, Ireland was able to return to 
the financial markets, selling over €5 billion in long-term government debt, with an 
interest rate of 5.9% for the 5-year bonds and 6.1% for the 8-year bonds at sale. In 
December 2013, after three years on financial life support, Ireland finally left the 
EU/IMF bailout programme, although it retained a debt of €22.5 billion to the IMF; in 
August 2014, early repayment of €15 billion was being considered, which would save 
the country €375 million in surcharges. Despite the end of the bailout the country's 
unemployment rate remains high and public sector wages are still around 20% lower 
than at the beginning of the crisis. Government debt reached 123.7% of GDP in 2013. 


On 13 March 2013, Ireland managed to regain complete lending access on financial 
markets, when it successfully issued €5bn of 10-year maturity bonds at a yield of 
4.3%. Ireland ended its bailout programme as scheduled in December 2013, without 
any need for additional financial support. 


According to a report by the Didrio de Noticias, Portugal had allowed 

considerable slippage in state-managed public works and inflated top management 
and head officer bonuses and wages in the period between the Carnation 

Revolution in 1974 and 2010. Persistent and lasting recruitment policies boosted the 
number of redundant public servants. Risky credit, public debt creation, and 

European structural and cohesion funds were mismanaged across almost four decades. 
When the global crisis disrupted the markets and the world economy, together with 
the US subprime mortgage crisis and the eurozone crisis, Portugal was one of the first 
economies to succumb, and was affected very deeply. 


In the summer of 2010, Moody's Investors Service cut Portugal's sovereign 

bond rating, which led to an increased pressure on Portuguese government bonds. In 
the first half of 2011, Portugal requested a €78 billion IMF-EU bailout package in a 
bid to stabilise its public finances. 
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Portugal's debt was in September 2012 forecast by the Troika to peak at around 124% 
of GDP in 2014, followed by a firm downward trajectory after 2014. Previously the 
Troika had predicted it would peak at 118.5% of GDP in 2013, so the developments 
proved to be a bit worse than first anticipated, but the situation was described as fully 
sustainable and progressing well. As a result, from the slightly worse economic 
circumstances, the country has been given one more year to reduce the budget deficit 
to a level below 3% of GDP, moving the target year from 2013 to 2014. The budget 
deficit for 2012 has been forecast to end at 5%. The recession in the economy is now 
also projected to last until 2013, with GDP declining 3% in 2012 and 1% in 2013; 
followed by a return to positive real growth in 2014. Unemployment rate increased to 
over 17% by end of 2012 but it has since decreased gradually to 10,5% as of 
November 2016. 


As part of the bailout programme, Portugal was required to regain complete access to 
financial markets by September 2013. The first step towards this target was 
successfully taken on 3 October 2012, when the country managed to regain partial 
market access by selling a bond series with 3-year maturity. Once Portugal regains 
complete market access, measured as the moment it successfully manage to sell a 
bond series with a full 10-year maturity, it is expected to benefit from interventions by 
the ECB, which announced readiness to implement extended support in the form of 
some yield-lowering bond purchases (OMTs), aiming to bring governmental interest 
rates down to sustainable levels. A peak for the Portuguese 10-year governmental 
interest rates happened on 30 January 2012, where it reached 17.3% after the rating 
agencies had cut the governments credit rating to "non-investment grade" (also 
referred to as "junk").As of December 2012, it has been more than halved to only 7%. 
A successful return to the long-term lending market was made by the issuing of a 5- 
year maturity bond series in January 2013, and the state regained complete lending 
access when it successfully issued a 10-year maturity bond series on 7 May 2013. 


According to the Financial Times special report on the future of the European Union, 
the Portuguese government has "made progress in reforming labour legislation, 
cutting previously generous redundancy payments by more than half and freeing 
smaller employers from collective bargaining obligations, all components of 
Portugal's €78 billion bailout program". Additionally, unit labour costs have fallen 
since 2009, working practices are liberalizing, and industrial licensing is being 
streamlined. 


On 18 May 2014, Portugal left the EU bailout mechanism without additional need for 
support, as it had already regained a complete access to lending markets back in May 
2013, and with its latest issuing of a 10-year government bond being successfully 
completed with a rate as low as 3.59%. Portugal still has many tough years ahead. 
During the crisis, Portugal's government debt increased from 93 to 139 percent of 
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GDP. On 3 August 2014, Banco de Portugal announced the country's second biggest 
bank Banco Espirito Santo would be split in two after losing the equivalent of $4.8 
billion in the first 6 months of 2014, sending its shares down by 89 percent. 


Spain had a comparatively low debt level among advanced economies prior to the 
crisis. Its public debt relative to GDP in 2010 was only 60%, more than 20 points less 
than Germany, France or the US, and more than 60 points less than Italy, Ireland or 
Greece. Debt was largely avoided by the ballooning tax revenue from the housing 
bubble, which helped accommodate a decade of increased government spending 
without debt accumulation. When the bubble burst, Spain spent large amounts of 
money on bank bailouts. In May 2012, Bankia received a 19 billion euro bailout, on 
top of the previous 4.5 billion euros to prop up Bankia. Questionable accounting 
methods disguised bank losses.! During September 2012, regulators indicated that 
Spanish banks required €59 billion (US$77 billion) in additional capital to offset 
losses from real estate investments. 


The bank bailouts and the economic downturn increased the country's deficit and debt 
levels and led to a substantial downgrading of its credit rating. To build up trust in the 
financial markets, the government began to introduce austerity measures and in 2011 
it passed a law in congress to approve an amendment to the Spanish Constitution to 
require a balanced budget at both the national and regional level by 2020. The 
amendment states that public debt can not exceed 60% of GDP, though exceptions 
would be made in case of a natural catastrophe, economic recession or other 
emergencies. As one of the largest eurozone economies (larger than Greece, Portugal 
and Ireland combined ) the condition of Spain's economy is of particular concern to 
international observers. Under pressure from the United States, the IMF, other 
European countries and the European Commission the Spanish governments 
eventually succeeded in trimming the deficit from 11.2% of GDP in 2009 to 7.1% in 
2013. 


Nevertheless, in June 2012, Spain became a prime concern for the Euro-zone when 
interest on Spain's 10-year bonds reached the 7% level and it faced difficulty in 
accessing bond markets. This led the Eurogroup on 9 June 2012 to grant Spain a 
financial support package of up to €100 billion. The funds will not go directly to 
Spanish banks, but be transferred to a government-owned Spanish fund responsible to 
conduct the needed bank recapitalisations (FROB), and thus it will be counted for as 
additional sovereign debt in Spain's national account. An economic forecast in June 
2012 highlighted the need for the arranged bank recapitalisation support package, as 
the outlook promised a negative growth rate of 1.7%, unemployment rising to 25%, 
and a continued declining trend for housing prices. In September 2012 the ECB 
removed some of the pressure from Spain on financial markets, when it announced its 
"unlimited bond-buying plan", to be initiated if Spain would sign a new sovereign 


61 


bailout package with EFSF/ESM. Strictly speaking, Spain was not hit by a sovereign 
debt-crisis in 2012, as the financial support package that they received from the ESM 
was earmarked for a bank recapitalization fund and did not include financial support 
for the government itself. 


According to the latest debt sustainability analysis published by the European 
Commission in October 2012, the fiscal outlook for Spain, if assuming the country 
will stick to the fiscal consolidation path and targets outlined by the country's current 
EDP programme, will result in a debt-to-GDP ratio reaching its maximum at 110% in 
2018—followed by a declining trend in subsequent years. In regards of the structural 
deficit the same outlook has promised, that it will gradually decline to comply with 
the maximum 0.5% level required by the Fiscal Compact in 2022/2027. 


Though Spain was suffering with 27% unemployment and the economy was shrinking 
1.4% in 2013, Mariano Rajoy's conservative government has pledged to speed up 
reforms, according to the Financial Times special report on the future of the European 
Union. "Madrid is reviewing its labour market and pension reforms and has promised 
by the end of this year to liberalize its heavily regulated professions." But Spain is 
benefiting from improved labour cost competitiveness. "They have not lost export 
market share," says Eric Chaney, chief economist at Axa. "If credit starts flowing 
again, Spain could surprise us." 


On 23 January 2014, as foreign investor confidence in the country has been restored, 
Spain formally exited the EU/IMF bailout mechanism. By end of October 2016, 
unemployment rate of Spain has fallen to 18.9%. 


The economy of the small island of Cyprus with 840,000 people was hit by several 
huge blows in and around 2012 including, amongst other things, the €22 billion 
exposure of Cypriot banks to the Greek debt haircut, the downgrading of the Cypriot 
economy into junk status by international rating agencies and the inability of the 
government to refund its state expenses. 


On 25 June 2012, the Cypriot Government requested a bailout from the European 
Financial Stability Facility or the European Stability Mechanism, citing difficulties in 
supporting its banking sector from the exposure to the Greek debt haircut. 


On 30 November the Troika (the European Commission, the International Monetary 
Fund, and the European Central Bank) and the Cypriot Government had agreed on the 
bailout terms with only the amount of money required for the bailout remaining to be 
agreed upon. Bailout terms include strong austerity measures, including cuts in civil 
service salaries, social benefits, allowances and pensions and increases in VAT, 
tobacco, alcohol and fuel taxes, taxes on lottery winnings, property, and higher public 
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health care charges. At the insistence of the EU negotiators, at first the proposal also 
included an unprecedented one-off levy of 6.7% for deposits up to €100.000 and 9.9% 
for higher deposits on all domestic bank accounts. Following public outcry, the 
eurozone finance ministers were forced to change the levy, excluding deposits of less 
than €100,000, and introducing a higher 15.6% levy on deposits of above €100,000 
($129,600)—in line with the EU minimum deposit guarantee. This revised deal was 
also rejected by the Cypriot parliament on 19 March 2013 with 36 votes against, 19 
abstentions and one not present for the vote. 


The final agreement was settled on 25 March 2013, with the proposal to close the 
most troubled Laiki Bank, which helped significantly to reduce the needed loan 
amount for the overall bailout package, so that €10bn was sufficient without need for 
imposing a general levy on bank deposits. The final conditions for activation of the 
bailout package was outlined by the Troika's MoU agreement, which was endorsed in 
full by the Cypriot House of Representatives on 30 April 2013. It includes: 


1. Recapitalisation of the entire financial sector while accepting a closure of the 
Laiki bank, 

2. Implementation of the anti-money laundering framework in Cypriot financial 
institutions, 

3. Fiscal consolidation to help bring down the Cypriot governmental budget 
deficit, 

4. Structural reforms to restore competitiveness and macroeconomic imbalances, 

5. Privatization programme. 


The Cypriot debt-to-GDP ratio is on this background now forecasted only to peak at 
126% in 2015 and subsequently decline to 105% in 2020, and thus considered to 
remain within sustainable territory. 


Although the bailout support programme feature sufficient financial transfers until 
March 2016, Cyprus began slowly to regain its access to the private lending markets 
already in June 2014. At this point of time, the government sold €0.75bn of bonds 
with a five-year maturity, to the tune of a 4.85% yield. A continued selling of bonds 
with a ten-year maturity, which would equal a regain of complete access to the private 
lending market (and mark the end of the era with need for bailout support), is 
expected to happen sometime in 2015. The Cypriot minister of finance recently 
confirmed, that the government plan to issue two new European Medium Term Note 
(EMTN) bonds in 2015, likely shortly ahead of the expiry of another €1.1bn bond on 
1 July and a second expiry of a €0.9bn bond on 1 November. As announced in 
advance, the Cypriot government issued €1bn of seven-year bonds with a 4.0% yield 
by the end of April 2015. 
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On 9 May 2010, the 27 EU member states agreed to create the European Financial 
Stability Facility, a legal instrument aiming at preserving financial stability in Europe 
by providing financial assistance to eurozone states in difficulty. The EFSF can issue 
bonds or other debt instruments on the market with the support of the German Debt 
Management Office to raise the funds needed to provide loans to eurozone countries 
in financial troubles, recapitalise banks or buy sovereign debt. 


Emissions of bonds are backed by guarantees given by the euro area member states in 
proportion to their share in the paid-up capital of the European Central Bank. The 
€440 billion lending capacity of the facility is jointly and severally guaranteed by the 
eurozone countries' governments and may be combined with loans up to €60 billion 
from the European Financial Stabilisation Mechanism (reliant on funds raised by 

the European Commission using the EU budget as collateral) and up to €250 billion 
from the International Monetary Fund (IMF) to obtain a financial safety net up to 
€750 billion. 


The EFSF issued €5 billion of five-year bonds in its inaugural benchmark issue 25 
January 2011, attracting an order book of €44.5 billion. This amount is a record for 
any sovereign bond in Europe, and €24.5 billion more than the European Financial 
Stabilisation Mechanism (EFSM), a separate European Union funding vehicle, with a 
€5 billion issue in the first week of January 2011. 


On 29 November 2011, the member state finance ministers agreed to expand the 
EFSF by creating certificates that could guarantee up to 30% of new issues from 
troubled euro-area governments, and to create investment vehicles that would boost 
the EFSF's firepower to intervene in primary and secondary bond markets. 


The transfers of bailout funds were performed in tranches over several years and were 
conditional on the governments simultaneously implementing a package of fiscal 
consolidation, structural reforms, privatization of public assets and setting up funds 
for further bank recapitalization and resolution. 


Reception by financial markets 


Stocks surged worldwide after the EU announced the EFSF's creation. The facility 
eased fears that the Greek debt crisis would spread, and this led to some stocks rising 
to the highest level in a year or more. The euro made its biggest gain in 18 

months, before falling to a new four-year low a week later. Shortly after the euro rose 
again as hedge funds and other short-term traders unwound short positions and carry 
trades in the currency. Commodity prices also rose following the announcement. 
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The dollar Libor held at a nine-month high. Default swaps also fell. The VIX closed 
down a record almost 30%, after a record weekly rise the preceding week that 
prompted the bailout. The agreement is interpreted as allowing the ECB to start 
buying government debt from the secondary market, which is expected to reduce bond 
yields. As a result, Greek bond yields fell sharply from over 10% to just over 

5%. Asian bonds yields also fell with the EU bailout.) 


Usage of EFSF funds 


The EFSF only raises funds after an aid request is made by a country. As of the end of 
July 2012, it has been activated various times. In November 2010, it financed €17.7 
billion of the total €67.5 billionrescue package for Ireland (the rest was loaned from 
individual European countries, the European Commission and the IMF). In May 2011 
it contributed one-third of the €78 billion package for Portugal. As part of the second 
bailout for Greece, the loan was shifted to the EFSF, amounting to €164 

billion (130bn new package plus 34.4bn remaining from Greek Loan Facility) 
throughout 2014. On 20 July 2012, European finance ministers sanctioned the first 
tranche of a partial bailout worth up to €100 billion for Spanish banks. This leaves the 
EFSF with €148 billion or an equivalent of €444 billion in leveraged firepower. 


The EFSF is set to expire in 2013, running some months parallel to the 

permanent €500 billion rescue funding program called the European Stability 
Mechanism (ESM), which will start operating as soon as member states representing 
90% of the capital commitments have ratified it. 


On 13 January 2012, Standard & Poor's downgraded France and Austria from AAA 
rating, lowered Spain, Italy euro members further. Shortly after, S&P also 
downgraded the EFSF from AAA to AA+. 


On 5 January 2011, the European Union created the European Financial Stabilisation 
Mechanism (EFSM), an emergency funding programme reliant upon funds raised on 
the financial markets and guaranteed by the European Commission using the budget 

of the European Union as collateral. It runs under the supervision of the Commission 
and aims at preserving financial stability in Europe by providing financial assistance 
to EU member states in economic difficulty. The Commission fund, backed by all 

27 European Union members, has the authority to raise up to €60 billion and is 

rated AAA by Fitch, Moody's and Standard & Poor's. 


Under the EFSM, the EU successfully placed in the capital markets an €5 billion issue 
of bonds as part of the financial support package agreed for Ireland, at a borrowing 
cost for the EFSM of 2.59%. 


65 


Like the EFSF, the EFSM was replaced by the permanent rescue funding programme 
ESM, which was launched in September 2012. 


On 26 October 2011, leaders of the 17 eurozone countries met in Brussels and agreed 
on a 50% write-off of Greek sovereign debt held by banks, a fourfold increase (to 
about €1 trillion) in bail-out funds held under the European Financial Stability 
Facility, an increased mandatory level of 9% for bank capitalisation within the EU and 
a set of commitments from Italy to take measures to reduce its national debt. Also 
pledged was €35 billion in "credit enhancement" to mitigate losses likely to be 
suffered by European banks. José Manuel Barroso characterised the package as a set 
of "exceptional measures for exceptional times". 


The package's acceptance was put into doubt on 31 October when Greek Prime 
Minister George Papandreou announced that a referendum would be held so that the 
Greek people would have the final say on the bailout, upsetting financial markets. On 
3 November 2011 the promised Greek referendum on the bailout package was 
withdrawn by Prime Minister Papandreou. 


In late 2011, Landon Thomas in the New York Times noted that some, at least, 
European banks were maintaining high dividend payout rates and none were getting 
capital injections from their governments even while being required to improve 
capital ratios. Thomas quoted Richard Koo, an economist based in Japan, an expert on 
that country's banking crisis, and specialist in balance sheet recessions, as saying: 


I do not think Europeans understand the implications of a systemic banking crisis. ... 
When all banks are forced to raise capital at the same time, the result is going to be 
even weaker banks and an even longer recession—if not depression. ... Government 
intervention should be the first resort, not the last resort. 


Beyond equity issuance and debt-to-equity conversion, then, one analyst "said that as 
banks find it more difficult to raise funds, they will move faster to cut down on loans 
and unload lagging assets" as they work to improve capital ratios. This latter 
contraction of balance sheets "could lead to a depression", the analyst said. Reduced 
lending was a circumstance already at the time being seen in a "deepen[ing] crisis" 
in commodities trade finance in western Europe. 


In a marathon meeting on 20/21 February 2012 the Eurogroup agreed with the IMF 
and the Institute of International Finance on the final conditions of the second bailout 
package worth €130 billion. The lenders agreed to increase the nominal haircut from 
50% to 53.5%. EU Member States agreed to an additional retroactive lowering of the 
interest rates of the Greek Loan Facility to a level of just 150 basis 

points above Euribor. Furthermore, governments of Member States where central 
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banks currently hold Greek government bonds in their investment portfolio commit to 
pass on to Greece an amount equal to any future income until 2020. Altogether this 
should bring down Greece's debt to between 117% and 120.5% of GDP by 2020. 


In May 2010 it took the following actions: 


e It began open market operations buying government and private debt 
securities, reaching €219.5 billion in February 2012, though it simultaneously 
absorbed the same amount of liquidity to prevent a rise in inflation. According 
to Rabobank economist Elwin de Groot, there is a "natural limit" of €300 
billion the ECB can sterilise. 

e It reactivated the dollar swap lines with Federal Reserve support. 

e It changed its policy regarding the necessary credit rating for loan deposits, 
accepting as collateral all outstanding and new debt instruments issued or 
guaranteed by the Greek government, regardless of the nation's credit rating. 


The move took some pressure off Greek government bonds, which had just been 
downgraded to junk status, making it difficult for the government to raise money on 
capital markets. 


On 30 November 2011, the ECB, the US Federal Reserve, the central 

banks of Canada, Japan, Britain and the Swiss National Bank provided global 
financial markets with additional liquidity to ward off the debt crisis and to support 
the real economy. The central banks agreed to lower the cost of dollar currency 

swaps by 50 basis points to come into effect on 5 December 2011. They also agreed to 
provide each other with abundant liquidity to make sure that commercial banks stay 
liquid in other currencies. 


With the aim of boosting the recovery in the eurozone economy by lowering interest 
rates for businesses, the ECB cut its bank rates in multiple steps in 2012-2013, 
reaching an historic low of 0.25% in November 2013. The lowered borrowing rates 
have also caused the euro to fall in relation to other currencies, which is hoped will 
boost exports from the eurozone and further aid the recovery. 


With inflation falling to 0.5% in May 2014, the ECB again took measures to stimulate 
the eurozone economy, which grew at just 0.2% during the first quarter of 

2014. (Deflation or very low inflation encourages holding cash, causing a decrease in 
purchases.) On 5 June, the central bank cut the prime interest rate to 0.15%, and set 
the deposit rate at —-0.10%. The latter move in particular was seen as "a bold and 
unusual move", as a negative interest rate had never been tried on a wide-scale before. 
Additionally, the ECB announced it would offer long-term four-year loans at the 
cheap rate (normally the rate is primarily for overnight lending), but only if the 
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borrowing banks met strict conditions designed to ensure the funds ended up in the 
hands of businesses instead of, for example, being used to buy low risk government 
bonds. Collectively, the moves are aimed at avoiding deflation, devaluing the euro to 
make exportation more viable, and at increasing "real world" lending. 


Stock markets reacted strongly to the ECB rate cuts. The German DAX index, for 
example, set a record high the day the new rates were announced. Meanwhile, the 
euro briefly fell to a four-month low against the dollar. However, due to the 
unprecedented nature of the negative interest rate, the long-term effects of the 
stimulus measures are hard to predict. Bank president Mario Draghi signalled the 
central bank was willing to do whatever it takes to turn around the eurozone 
economies, remarking "Are we finished? The answer is no." He laid the groundwork 
for large-scale bond repurchasing, a controversial idea known as quantitative easing. 


Resignations 


In September 2011, Jiirgen Stark became the second German after Axel A. Weber to 
resign from the ECB Governing Council in 2011. Weber, the former Deutsche 
Bundesbank president, was once thought to be a likely successor to Jean-Claude 
Trichet as bank president. He and Stark were both thought to have resigned due to 
"unhappiness with the ECB's bond purchases, which critics say erode the bank's 
independence". Stark was "probably the most hawkish" member of the council when 
he resigned. Weber was replaced by his Bundesbank successor Jens Weidmann, while 
Belgium's Peter Praet took Stark's original position, heading the ECB's economics 
department. 


Long Term Refinancing Operation (LTRO) 


On 22 December 2011, the ECB started the biggest infusion of credit into the 
European banking system in the euro's 13-year history. Under its Long Term 
Refinancing Operations (LTROs) it loaned €489 billion to 523 banks for an 
exceptionally long period of three years at a rate of just one per cent. Previous 
refinancing operations matured after three, six, and twelve months. The by far biggest 
amount of €325 billion was tapped by banks in Greece, Ireland, Italy and Spain. 


This way the ECB tried to make sure that banks have enough cash to pay off €200 
billiontheir own maturing debts in the first three months of 2012, and at the same time 
keep operating and loaning to businesses so that a credit crunch does not choke off 
economic growth. It also hoped that banks would use some of the money to buy 
government bonds, effectively easing the debt crisis. On 29 February 2012, the ECB 
held a second auction, LTRO2, providing 800 eurozone banks with further €529.5 
billion in cheap loans. Net new borrowing under the €529.5 billion February auction 
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was around €313 billion; out of a total of €256 billion existing ECB lending (MRO + 
3m&6m LTROs), €215 billion was rolled into LTRO2. 


ECB lending has largely replaced inter-bank lending. Spain has €365 billion and Italy 
has €281 billion of borrowings from the ECB (June 2012 data). Germany has €275 
billion on deposit. 


Reorganization of the European banking system 


On 16 June 2012 the European Central Bank together with other European leaders 
hammered out plans for the ECB to become a bank regulator and to form a deposit 
insurance program to augment national programs. Other economic reforms promoting 
European growth and employment were also proposed. 


Outright Monetary Transactions (OMTs) 


On 6 September 2012, the ECB announced to offer additional financial support in the 
form of some yield-lowering bond purchases (OMT), for all eurozone countries 
involved in a sovereign state bailout program from EFSF/ESM. A eurozone country 
can benefit from the program if -and for as long as- it is found to suffer from stressed 
bond yields at excessive levels; but only at the point of time where the country 
possesses/regains a complete market access -and only if the country still complies 
with all terms in the signed Memorandum of Understanding (MoU) 

agreement. Countries receiving a precautionary programme rather than a sovereign 
bailout will, by definition, have complete market access and thus qualify for OMT 
support if also suffering from stressed interest rates on its government bonds. In 
regards of countries receiving a sovereign bailout (Ireland, Portugal and Greece), they 
will on the other hand not qualify for OMT support before they have regained 
complete market access, which will normally only happen after having received the 
last scheduled bailout disbursement. Despite none OMT programmes were ready to 
start in September/October, the financial markets straight away took notice of the 
additionally planned OMT packages from ECB, and started slowly to price-in a 
decline of both short-term and long-term interest rates in all European countries 
previously suffering from stressed and elevated interest levels (as OMTs were 
regarded as an extra potential back-stop to counter the frozen liquidity and highly 
stressed rates; and just the knowledge about their potential existence in the very near 
future helped to calm the markets). 


The European Stability Mechanism (ESM) is a permanent rescue funding programme 
to succeed the temporary European Financial Stability Facility and European 
Financial Stabilisation Mechanism in July 2012 but it had to be postponed until after 
the Federal Constitutional Court of Germany had confirmed the legality of the 
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measures on 12 September 2012. The permanent bailout fund entered into force for 16 
signatories on 27 September 2012. It became effective in Estonia on 4 October 2012 
after the completion of their ratification process. 


On 16 December 2010 the European Council agreed a two line amendment to the 
EU Lisbon Treaty to allow for a permanent bail-out mechanism to be established 
including stronger sanctions. In March 2011, the European Parliament approved the 
treaty amendment after receiving assurances that the European Commission, rather 
than EU states, would play ‘a central role' in running the ESM. The ESM is 

an intergovernmental organisation under public international law. It is located in 
Luxembourg. 


Such a mechanism serves as a "financial firewall". Instead of a default by one country 
rippling through the entire interconnected financial system, the firewall mechanism 
can ensure that downstream nations and banking systems are protected by 
guaranteeing some or all of their obligations. Then the single default can be managed 
while limiting financial contagion. 


In March 2011 a new reform of the Stability and Growth Pact was initiated, aiming at 
straightening the rules by adopting an automatic procedure for imposing of penalties 
in case of breaches of either the 3% deficit or the 60% debt rules. By the end of the 
year, Germany, France and some other smaller EU countries went a step further and 
vowed to create a fiscal union across the eurozone with strict and enforceable fiscal 
rules and automatic penalties embedded in the EU treaties. On 9 December 2011 at 
the European Council meeting, all 17 members of the eurozone and six countries that 
aspire to join agreed on a new intergovernmental treaty to put strict caps on 
government spending and borrowing, with penalties for those countries who violate 
the limits. All other non-eurozone countries apart from the UK are also prepared to 
join in, subject to parliamentary vote. The treaty will enter into force on 1 January 
2013, if by that time 12 members of the euro area have ratified it. 


Originally EU leaders planned to change existing EU treaties but this was blocked by 
British prime minister David Cameron, who demanded that the City of London be 
excluded from future financial regulations, including the proposed EU financial 
transaction tax. By the end of the day, 26 countries had agreed to the plan, leaving the 
United Kingdom as the only country not willing to join. Cameron subsequently 
conceded that his action had failed to secure any safeguards for the UK. Britain's 
refusal to be part of the fiscal compact to safeguard the eurozone constituted a de 
facto refusal (PM David Cameron vetoed the project) to engage in any radical revision 
of the Lisbon Treaty. John Rentoul of The Independent concluded that "Any Prime 
Minister would have done as Cameron did". 
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On 28 June 2012 eurozone leaders agreed to permit loans by the European Stability 
Mechanism to be made directly to stressed banks rather than through eurozone states, 
to avoid adding to sovereign debt. The reform was linked to plans for banking 
regulation by the European Central Bank. The reform was immediately reflected by a 
reduction in yield of long-term bonds issued by member states such as Italy and Spain 
and a rise in value of the Euro. 


Country Banks recapitalised 

Portugal Banco BPI, Caixa Geral de Depositos, Millennium BCP 
Ireland Allied Irish Bank, Anglo Irish Bank, Bank of Ireland 

Greece Alpha Bank, Eurobank, National Bank of Greece, Piraeus Bank 
Spain Banco de Valencia, Bankia, CatalunyaCaixa, Novagalicia 


There has been substantial criticism over the austerity measures implemented by most 
European nations to counter this debt crisis. US economist and Nobel laureate Paul 
Krugman argues that an abrupt return to "'non-Keynesian' financial policies" is not a 
viable solution. Pointing at historical evidence, he predicts that deflationary 

policies now being imposed on countries such as Greece and Spain will prolong and 
deepen their recessions. Together with over 9,000 signatories of "A Manifesto for 
Economic Sense" Krugman also dismissed the belief of austerity focusing policy 
makers such as EU economic commissioner Olli Rehn and most European finance 
ministers that "budget consolidation" revives confidence in financial markets over the 
longer haul. In a 2003 study that analysed 133 IMF austerity programmes, the IMF's 
independent evaluation office found that policy makers consistently underestimated 
the disastrous effects of rigid spending cuts on economic growth. In early 2012 an 
IMF official, who negotiated Greek austerity measures, admitted that spending cuts 
were harming Greece. In October 2012, the IMF said that its forecasts for countries 
which implemented austerityprogrammes have been consistently overoptimistic, 
suggesting that tax hikes and spending cuts have been doing more damage than 
expected, and countries which implemented fiscal stimulus, such as Germany and 
Austria, did better than expected. Also Portugal did comparably better than Spain. The 
latter introduced drastic austerity measures but was unable not meet its EU budget 
deficit targets. On the other hand, Portugal's leftist coalition fought austerity (it 
increased the minimum wage by 25 percent and took back cuts in the pension system 
and the public sector) and at the same time reduced its budget deficit to below three 
percent in 2016. According to historian Florian Schui from University of St. Gallen no 
austerity program has ever worked. Schui particularly notes Winston Churchill's 
attempt in 1925 and Heinrich Briining's attempt in 1930 during the Weimar Republic. 
Both led to disastrous consequences. 
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According to Keynesian economists "growth-friendly austerity" relies on the false 
argument that public cuts would be compensated for by more spending from 
consumers and businesses, a theoretical claim that has not materialised. The case of 
Greece shows that excessive levels of private indebtedness and a collapse of public 
confidence (over 90% of Greeks fear unemployment, poverty and the closure of 
businesses) led the private sector to decrease spending in an attempt to save up for 
rainy days ahead. This led to even lower demand for both products and labour, which 
further deepened the recession and made it ever more difficult to generate tax 
revenues and fight public indebtedness. According to Financial Times chief 
economics commentator Martin Wolf, "structural tightening does deliver actual 
tightening. But its impact is much less than one to one. A one percentage point 
reduction in the structural deficit delivers a 0.67 percentage point improvement in the 
actual fiscal deficit." This means that Ireland e.g. would require structural fiscal 
tightening of more than 12% to eliminate its 2012 actual fiscal deficit. A task that is 
difficult to achieve without an exogenous eurozone-wide economic boom. According 
to the Europlus Monitor Report 2012, no country should tighten its fiscal reins by 
more than 2% of GDP in one year, to avoid recession. 


Instead of public austerity, a "growth compact" centring on tax increases and deficit 
spending is proposed. Since struggling European countries lack the funds to engage 

in deficit spending, German economist and member of the German Council of 
Economic Experts Peter Bofinger and Sony Kapoor of the global think tank Re- 
Define suggest providing €40 billion in additional funds to the European Investment 
Bank (EIB), which could then lend ten times that amount to the employment-intensive 
smaller business sector. The EU is currently planning a possible €10 billion increase 
in the EIB's capital base. Furthermore, the two suggest financing additional public 
investments by growth-friendly taxes on "property, land, wealth, carbon emissions 
and the under-taxed financial sector". They also called on EU countries to renegotiate 
the EU savings tax directive and to sign an agreement to help each other crack down 
on tax evasion and avoidance. Currently authorities capture less than 1% in annual tax 
revenue on untaxed wealth transferred between EU members. According to the Tax 
Justice Network, worldwide, a global super-rich elite had between $21 and $32 trillion 
(up to 26,000bn Euros) hidden in secret tax havens by the end of 2010, resulting in a 
tax deficit of up to $280bn. 


Apart from arguments over whether or not austerity, rather than increased or frozen 
spending, is a macroeconomic solution, union leaders have also argued that the 
working population is being unjustly held responsible for the economic 
mismanagement errors of economists, investors, and bankers. Over 23 million EU 
workers have become unemployed as a consequence of the global economic crisis of 
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2007-2010, and this has led many to call for additional regulation of the banking 
sector across not only Europe, but the entire world. 


In the turmoil of the Global Financial Crisis, the focus across all EU member 

states has been gradually to implement austerity measures, with the purpose of 
lowering the budget deficits to levels below 3% of GDP, so that the debt level would 
either stay below -or start decline towards- the 60% limit defined by the Stability and 
Growth Pact. To further restore the confidence in Europe, 23 out of 27 EU countries 
also agreed to adopt the Euro Plus Pact, consisting of political reforms to improve 
fiscal strength and competitiveness; 25 out of 27 EU countries also decided to 
implement the Fiscal Compact which include the commitment of each participating 
country to introduce a balanced budget amendment as part of their national 
law/constitution. The Fiscal Compact is a direct successor of the previous Stability 
and Growth Pact, but it is more strict, not only because criteria compliance will be 
secured through its integration into national law/constitution, but also because it 
starting from 2014 will require all ratifying countries not involved in ongoing bailout 
programmes, to comply with the new strict criteria of only having a structural 

deficit of either maximum 0.5% or 1% (depending on the debt level). Each of the 
eurozone countries being involved in a bailout programme (Greece, Portugal, and 
Ireland) was asked both to follow a programme with fiscal consolidation/austerity, 
and to restore competitiveness through implementation of structural reforms 

and internal devaluation, 1.e. lowering their relative production costs. The measures 
implemented to restore competitiveness in the weakest countries are needed, not only 
to build the foundation for GDP growth, but also in order to decrease the current 
account imbalances among eurozone member states. 


Germany has come under pressure due to not having a government budget deficit and 
funding it by borrowing more. As of late 2014, the government (federal and state) has 
spent less than it receives in revenue, for the third year in a row, despite low economic 
growth. The 2015 budget includes a surplus for the first time since 1969. Current 
projections are that by 2019 the debt will be less than required by the Stability and 
Growth Pact. 


It has been a long known belief that austerity measures will always reduce the GDP 
growth in the short term. Some economists believing in Keynesian policies criticised 
the timing and amount of austerity measures being called for in the bailout 
programmes, as they argued such extensive measures should not be implemented 
during the crisis years with an ongoing recession, but if possible delayed until the 
years after some positive real GDP growth had returned. In October 2012, a report 
published by International Monetary Fund (IMF) also found, that tax hikes and 
spending cuts during the most recent decade had indeed damaged the GDP growth 
more severely, compared to what had been expected and forecasted in advance (based 
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on the "GDP damage ratios" previously recorded in earlier decades and under 
different economic scenarios). Already a half-year earlier, several European countries 
as aresponse to the problem with subdued GDP growth in the eurozone, likewise had 
called for the implementation of a new reinforced growth strategy based on additional 
public investments, to be financed by growth-friendly taxes on property, land, wealth, 
and financial institutions. In June 2012, EU leaders agreed as a first step to moderately 
increase the funds of the European Investment Bank, in order to kick-start 
infrastructure projects and increase loans to the private sector. A few months later 11 
out of 17 eurozone countries also agreed to introduce a new EU financial transaction 
tax to be collected from 1 January 2014. 


In April 2012, Olli Rehn, the European commissioner for economic and monetary 
affairs in Brussels, "enthusiastically announced to EU parliamentarians in mid-April 
that 'there was a breakthrough before Easter'. He said the European heads of state had 
given the green light to pilot projects worth billions, such as building highways in 
Greece." Other growth initiatives include "project bonds" wherein the EIB would 
"provide guarantees that safeguard private investors. In the pilot phase until 2013, EU 
funds amounting to €230 million are expected to mobilise investments of up to €4.6 
billion." Der Spiegel also said: "According to sources inside the German government, 
instead of funding new highways, Berlin is interested in supporting innovation and 
programs to promote small and medium-sized businesses. To ensure that this is done 
as professionally as possible, the Germans would like to see the southern European 
countries receive their own state-owned development banks, modeled after Germany's 
[Marshall Plan-era-origin] KfW [Kreditanstalt fiir Wiederaufbau] banking group. It's 
hoped that this will get the economy moving in Greece and Portugal." 


In multiple steps during 2012—2013, the ECB lowered its bank rate to historical lows, 
reaching 0.25% in November 2013. Soon after the rates were shaved to 0.15%, then 
on 4 September 2014 the central bank shocked financial markets by cutting the razor- 
thin rates by a further two thirds from 0.15% to 0.05%, the lowest on record. The 
moves were designed to make it cheaper for banks to borrow from the ECB, with the 
aim that lower cost of money would be passed on to businesses taking out loans, 
boosting investment in the economy. The lowered borrowing rates caused the euro to 
fall in relation to other currencies, which it was hoped would boost exports from the 
eurozone. 


Crisis countries must significantly increase their international competitiveness to 
generate economic growth and improve their terms of trade. Indian-American 
journalist Fareed Zakaria notes in November 2011 that no debt restructuring will work 
without growth, even more so as European countries "face pressures from three fronts: 
demography (an aging population), technology (which has allowed companies to do 
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much more with fewer people) and globalisation (which has allowed manufacturing 
and services to locate across the world)". 


In case of economic shocks, policy makers typically try to improve competitiveness 
by depreciating the currency, as in the case of Iceland, which suffered the 

largest financial crisis in 2008—2011 in economic history but has since vastly 
improved its position. Eurozone countries cannot devalue their currency. 


As a workaround many policy makers try to restore competitiveness through internal 
devaluation, a painful economic adjustment process, where a country aims to reduce 
its unit labour costs. German economist Hans-Werner Sinn noted in 2012 that Ireland 
was the only country that had implemented relative wage moderation in the last five 
years, which helped decrease its relative price/wage levels by 16%. Greece would 
need to bring this figure down by 31%, effectively reaching the level of Turkey. By 
2012, wages in Greece had been cut to a level last seen in the late 1990s. Purchasing 
powerdropped even more to the level of 1986. Similarly, salaries in Italy fell to 1986 
levels and consumption fell to the level of 1950. 


Other economists argue that no matter how much Greece and Portugal drive down 
their wages, they could never compete with low-cost developing countries such as 
China or India. Instead weak European countries must shift their economies to higher 
quality products and services, though this is a long-term process and may not bring 
immediate relief. 


Fiscal devaluation 


Another option would be to implement fiscal devaluation, based on an idea originally 
developed by John Maynard Keynes in 1931. According to this neo-Keynesian logic, 
policy makers can increase the competitiveness of an economy by lowering corporate 
tax burden such as employer's social security contributions, while offsetting the loss 
of government revenues through higher taxes on consumption (VAT) and pollution, 
i.e. by pursuing an ecological tax reform. 


Germany has successfully pushed its economic competitiveness by increasing 

the value added tax (VAT) by three percentage points in 2007, and using part of the 
additional revenues to lower employer's unemployment insurance contribution. 
Portugal has taken a similar stance and also France appears to follow this suit. In 
November 2012 French president Frangois Hollande announced plans to reduce tax 
burden of the corporate sector by €20 billion within three years, while increasing the 
standard VAT from 19.6% to 20% and introducing additional eco-taxes in 2016. To 
minimise negative effects of such policies on purchasing power and economic activity 
the French government will partly offset the tax hikes by decreasing employees’ social 
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security contributions by €10 billion and by reducing the lower VAT for convenience 
goods (necessities) from 5.5% to 5%. 


On 15 November 2011, the Lisbon Council published the Euro Plus Monitor 2011. 
According to the report most critical eurozone member countries are in the process of 
rapid reforms. The authors note that "Many of those countries most in need to adjust 
[...] are now making the greatest progress towards restoring their fiscal balance and 
external competitiveness". Greece, Ireland and Spain are among the top five reformers 
and Portugal is ranked seventh among 17 countries included in the report . 


In its Euro Plus Monitor Report 2012, published in November 2012, the Lisbon 
Council finds that the eurozone has slightly improved its overall health. With the 
exception of Greece, all eurozone crisis countries are either close to the point where 
they have achieved the major adjustment or are likely to get there over the course of 
2013. Portugal and Italy are expected to progress to the turnaround stage in spring 
2013, possibly followed by Spain in autumn, while the fate of Greece continues to 
hang in the balance. Overall, the authors suggest that if the eurozone gets through the 
current acute crisis and stays on the reform path "it could eventually emerge from the 
crisis as the most dynamic of the major Western economies". 


The Euro Plus Monitor update from spring 2013 notes that the eurozone remains on 
the right track. According to the authors, almost all vulnerable countries in need of 
adjustment "are slashing their underlying fiscal deficits and improving their external 
competitiveness at an impressive speed", for which they expected the eurozone crisis 
to be over by the end of 2013. 


Regardless of the corrective measures chosen to solve the current predicament, as 
long as cross border capital flows remain unregulated in the euro area, current 
account imbalances are likely to continue. A country that runs a large current account 
or trade deficit (i.e., importing more than it exports) must ultimately be a net importer 
of capital; this is a mathematical identity called the balance of payments. In other 
words, a country that imports more than it exports must either decrease its savings 
reserves or borrow to pay for those imports. Conversely, Germany's large trade 
surplus (net export position) means that it must either increase its savings reserves or 
be a net exporter of capital, lending money to other countries to allow them to buy 
German goods. 


The 2009 trade deficits for Italy, Spain, Greece, and Portugal were estimated to be 
$42.96bn, $75.31bn and $35.97bn, and $25.6bn respectively, while Germany's trade 
surplus was $188.6bn. A similar imbalance exists in the US, which runs a large trade 
deficit (net import position) and therefore is a net borrower of capital from 

abroad. Ben Bernanke warned of the risks of such imbalances in 2005, arguing that a 
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"savings glut" in one country with a trade surplus can drive capital into other countries 
with trade deficits, artificially lowering interest rates and creating asset bubbles. 


A country with a large trade surplus would generally see the value of its currency 
appreciate relative to other currencies, which would reduce the imbalance as the 
relative price of its exports increases. This currency appreciation occurs as the 
importing country sells its currency to buy the exporting country's currency used to 
purchase the goods. Alternatively, trade imbalances can be reduced if a country 
encouraged domestic saving by restricting or penalising the flow of capital across 
borders, or by raising interest rates, although this benefit is likely offset by slowing 
down the economy and increasing government interest payments. 


Either way, many of the countries involved in the crisis are on the euro, so 
devaluation, individual interest rates, and capital controls are not available. The only 
solution left to raise a country's level of saving is to reduce budget deficits and to 
change consumption and savings habits. For example, if a country's citizens saved 
more instead of consuming imports, this would reduce its trade deficit. It has therefore 
been suggested that countries with large trade deficits (e.g., Greece) consume less and 
improve their exporting industries. On the other hand, export driven countries with a 
large trade surplus, such as Germany, Austria and the Netherlands would need to shift 
their economies more towards domestic services and increase wages to support 
domestic consumption. 


Economic evidence indicates the crisis may have more to do with trade deficits 
(which require private borrowing to fund) than public debt levels. Economist Paul 
Krugman wrote in March 2013: "... the really strong relationship within the [eurozone 
countries] is between interest spreads and current account deficits, which is in line 
with the conclusion many of us have reached, that the euro area crisis is really 

a balance of payments crisis, not a debt crisis". A February 2013 paper from four 
economists concluded that, "Countries with debt above 80% of GDP and persistent 
current-account [trade] deficits are vulnerable to a rapid fiscal deterioration. ..." 


In its spring 2012 economic forecast, the European Commission finds "some evidence 
that the current-account rebalancing is underpinned by changes in relative prices and 
competitiveness positions as well as gains in export market shares and expenditure 
switching in deficit countries". In May 2012 German finance minister Wolfgang 
Schauble has signalled support for a significant increase in German wages to help 
decrease current account imbalances within the eurozone. 


According to the Euro Plus Monitor Report 2013, the collective current account of 
Greece, Ireland, Italy, Portugal, and Spain is improving rapidly and is expected to 
balance by mid 2013. Thereafter these countries as a group would no longer need to 
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import capital. In 2014, the current account surplus of the eurozone as a whole almost 
doubled compared to the previous year, reaching a new record high of 227.9bn Euros. 


Several proposals were made in mid-2012 to purchase the debt of distressed European 
countries such as Spain and Italy. Markus Brunnermeier, the economist Graham 
Bishop, and Daniel Gros were among those advancing proposals. Finding a formula, 
which was not simply backed by Germany, is central in crafting an acceptable and 
effective remedy. 


US President Barack Obama stated in June 2012: "Right now, [Europe's] focus has to 
be on strengthening their overall banking system...making a series of decisive actions 
that give people confidence that the banking system is solid ... In addition, they're 
going to have to look at how do they achieve growth at the same time as they're 
carrying out structural reforms that may take two or three or five years to fully 
accomplish. So countries like Spain and Italy, for example, have embarked on some 
smart structural reforms that everybody thinks are necessary—everything from tax 
collection to labour markets to a whole host of different issues. But they've got to 
have the time and the space for those steps to succeed. And if they are just cutting and 
cutting and cutting, and their unemployment rate is going up and up and up, and 
people are pulling back further from spending money because they're feeling a lot of 
pressure—ironically, that can actually make it harder for them to carry out some of 
these reforms over the long term ... [I]n addition to sensible ways to deal with debt 
and government finances, there's a parallel discussion that's taking place among 
European leaders to figure out how do we also encourage growth and show some 
flexibility to allow some of these reforms to really take root." 


The Economist wrote in June 2012: "Outside Germany, a consensus has developed on 
what Mrs. Merkel must do to preserve the single currency. It includes shifting from 
austerity to a far greater focus on economic growth; complementing the single 
currency with a banking union (with euro-wide deposit insurance, bank oversight and 
joint means for the recapitalisation or resolution of failing banks); and embracing a 
limited form of debt mutualisation to create a joint safe asset and allow peripheral 
economies the room gradually to reduce their debt burdens. This is the refrain from 
Washington, Beijing, London, and indeed most of the capitals of the euro zone. 


The crisis is pressuring the Euro to move beyond a regulatory state and towards a 
more federal EU with fiscal powers. Increased European integration giving a central 
body increased control over the budgets of member states was proposed on 14 June 
2012 by Jens Weidmann President of the Deutsche Bundesbank, expanding on ideas 
first proposed by Jean-Claude Trichet, former president of the European Central 
Bank. Control, including requirements that taxes be raised or budgets cut, would be 
exercised only when fiscal imbalances developed. This proposal is similar to 
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contemporary calls by Angela Merkel for increased political and fiscal union which 
would "allow Europe oversight possibilities”. 


European banks are estimated to have incurred losses approaching €1 trillion between 
the outbreak of the financial crisis in 2007 and 2010. The European Commission 
approved some €4.5 trillion in state aid for banks between October 2008 and October 
2011, a sum which includes the value of taxpayer-funded recapitalisations and public 
guarantees on banking debts. This has prompted some economists such as Joseph 
Stiglitz and Paul Krugman to note that Europe is not suffering from a sovereign debt 
crisis but rather from a banking crisis. 


On 6 June 2012, the European Commission adopted a legislative proposal for a 
harmonised bank recovery and resolution mechanism. The proposed framework sets 
out the necessary steps and powers to ensure that bank failures across the EU are 
managed in a way that avoids financial instability. The new legislation would give 
member states the power to impose losses, resulting from a bank failure, on the 
bondholders to minimise costs for taxpayers. The proposal is part of a new scheme in 
which banks will be compelled to "bail-in" their creditors whenever they fail, the 
basic aim being to prevent taxpayer-funded bailouts in the future. The public 
authorities would also be given powers to replace the management teams in banks 
even before the lender fails. Each institution would also be obliged to set aside at least 
one per cent of the deposits covered by their national guarantees for a special fund to 
finance the resolution of banking crisis starting in 2018. 


A growing number of investors and economists say Eurobonds would be the best way 
of solving a debt crisis, though their introduction matched by tight financial and 
budgetary co-ordination may well require changes in EU treaties. On 21 November 
2011, the European Commission suggested that eurobonds issued jointly by the 17 
euro nations would be an effective way to tackle the financial crisis. Using the term 
"stability bonds", Jose Manuel Barroso insisted that any such plan would have to be 
matched by tight fiscal surveillance and economic policy coordination as an essential 
counterpart so as to avoid moral hazard and ensure sustainable public finances. 


Germany remains largely opposed at least in the short term to a collective takeover of 
the debt of states that have run excessive budget deficits and borrowed excessively 
over the past years. 


A group of economists from Princeton University suggest a new form of European 
Safe Bonds (ESBies), i.e. bundled European government bonds (70% senior bonds, 
30% junior bonds) in the form of a "union-wide safe asset without joint liability". 
According to the authors, ESBies "would be at least as safe as German bunds and 
approximately double the supply of euro safe assets when protected by a 30%-thick 
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junior tranche". ESBies could be issued by public or private-sector entities and would 
"weaken the diabolic loop and its diffusion across countries". It requires "no 
significant change in treaties or legislation.“ 


In 2017 the idea was picked up by the European Central Bank. The European 
Commission has also shown interest and plans to include ESBies in a future white 
paper dealing with the aftermath of the financial crisis. 


On 20 October 2011, the Austrian Institute of Economic Research published an article 
that suggests transforming the EFSF into a European Monetary Fund (EMP), which 
could provide governments with fixed interest rate Eurobonds at a rate slightly below 
medium-term economic growth (in nominal terms). These bonds would not be 
tradable but could be held by investors with the EMF and liquidated at any time. 
Given the backing of all eurozone countries and the ECB, "the EMU would achieve a 
similarly strong position vis-a-vis financial investors as the US where the Fed backs 
government bonds to an unlimited extent". To ensure fiscal discipline despite lack of 
market pressure, the EMF would operate according to strict rules, providing funds 
only to countries that meet fiscal and macroeconomic criteria. Governments lacking 
sound financial policies would be forced to rely on traditional (national) governmental 
bonds with less favourable market rates. 


The econometric analysis suggests that "If the short-term and long- term interest rates 
in the euro area were stabilised at 1.5% and 3%, respectively, aggregate output (GDP) 
in the euro area would be 5 percentage points above baseline in 2015". At the same 
time, sovereign debt levels would be significantly lower with, e.g., Greece's debt level 
falling below 110% of GDP, more than 40 percentage pointsbelow the baseline 
scenario with market-based interest levels. Furthermore, banks would no longer be 
able to benefit unduly from intermediary profits by borrowing from the ECB at low 
rates and investing in government bonds at high rates. 


According to the Bank for International Settlements, the combined private and public 
debt of 18 OECD countries nearly quadrupled between 1980 and 2010, and will likely 
continue to grow, reaching between 250% (for Italy) and about 600% (for Japan) by 
2040. A BIS study released in June 2012 warns that budgets of most advanced 
economies, excluding interest payments, "would need 20 consecutive years of 
surpluses exceeding 2 per cent of gross domestic product—starting now—just to bring 
the debt-to-GDP ratio back to its pre-crisis level".The same authors found in a 
previous study that increased financial burden imposed by ageing populations and 
lower growth makes it unlikely that indebted economies can grow out of their debt 
problem if only one of the following three conditions is met: 


e government debt is more than 80 to 100% of GDP; 
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e non-financial corporate debt is more than 90 percent; 
e private household debt is more than 85% of GDP. 


The first condition, suggested by an influential paper written by Kenneth 

Rogoff & Carmen Reinhart has been disputed due to major calculation errors. In fact, 
the average GDP growth at public debt/GDP ratios over 90% is not dramatically 
different from when debt/GDP ratios are lower. 


The Boston Consulting Group (BCG) adds that if the overall debt load continues to 
grow faster than the economy, then large-scale debt restructuring becomes inevitable. 
To prevent a vicious upward debt spiral from gaining momentum the authors urge 
policy makers to "act quickly and decisively" and aim for an overall debt level well 
below 180% for the private and government sector. This number is based on the 
assumption that governments, nonfinancial corporations, and private households can 
each sustain a debt load of 60% of GDP, at an interest rate of 5 per cent and a nominal 
economic growth rate of 3 per cent per year. Lower interest rates and/or higher growth 
would help reduce the debt burden further. 


To reach sustainable levels the eurozone must reduce its overall debt level by €6.1 
trillion. According to BCG, this could be financed by a one-time wealth tax of 
between 11 and 30% for most countries, apart from the crisis countries (particularly 
Ireland) where a write-off would have to be substantially higher. The authors admit 
that such programmes would be "drastic", "unpopular" and "require broad political 
coordination and leadership" but they maintain that the longer politicians and central 


bankers wait, the more necessary such a step will be. 


Thomas Piketty, French economist and author of the bestselling book Capital in the 
Twenty-First Century regards taxes on capital as a more favorable option 

than austerity (inefficient and unjust) and inflation (only affects cash but neither real 
estates nor business capital). According to his analysis, a flat tax of 15 percent on 
private wealth would provide the state with nearly a year's worth national income, 
which would allow for immediate reimbursement of the entire public debt. 


Instead of a one-time write-off, German economist Harald Spehl has called for a 30- 
year debt-reduction plan, similar to the one Germany used after World War II to share 
the burden of reconstruction and development. Similar calls have been made by 
political parties in Germany including the Greens and The Left. 


In 2015 Hans-Werner Sinn, president of German Ifo Institute for Economic Research, 
called for a debt relief for Greece. In addition, economists from London School of 
Economics suggested a debt relief similar to the London agreement. In 1953, private 
sector lenders as well as governments agreed to write off about half of West 
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Germany’s outstanding debt; this was followed by the beginning of Germany's 
"economic miracle" (or Wirtschaftswunder). According to this agreement, West 
Germany had to make repayments only when it was running a trade surplus, that is 
"when it had earned the money to pay up, rather than having to borrow more, or dip 
into its foreign currency reserves. Its repayments were also limited to 3% of export 
earnings." As LSE researchers note, this had the effect that, Germany’s creditors had 
an incentive to buy the country’s goods, so that it would be able to afford to pay them. 


The EU's Maastricht Treaty contains juridical language that appears to rule out intra- 
EU bailouts. First, the "no bail-out" clause (Article 125 TFEU) ensures that the 
responsibility for repaying public debt remains national and prevents risk premiums 
caused by unsound fiscal policies from spilling over to partner countries. The clause 
thus encourages prudent fiscal policies at the national level. 


The European Central Bank's purchase of distressed country bonds can be viewed as 
violating the prohibition of monetary financing of budget deficits (Article 123 TFEU). 
The creation of further leverage in EFSF with access to ECB lending would also 
appear to violate the terms of this article. 


Articles 125 and 123 were meant to create disincentives for EU member states to run 
excessive deficits and state debt, and prevent the moral hazard of over-spending and 
lending in good times. They were also meant to protect the taxpayers of the other 
more prudent member states. By issuing bail-out aid guaranteed by prudent eurozone 
taxpayers to rule-breaking eurozone countries such as Greece, the EU and eurozone 
countries also encourage moral hazard in the future. While the no bail-out clause 
remains in place, the "no bail-out doctrine" seems to be a thing of the past. 


Convergence criteria 


The EU treaties contain so called convergence criteria, specified in the protocols of 
the Treaties of the European Union. As regards government finance, the states agreed 
that the annual government budget deficit should not exceed 3% of gross domestic 
product (GDP) and that the gross government debt to GDP should not exceed 60% of 
GDP . For eurozone members there is the Stability and Growth Pact, which contains 
the same requirements for budget deficit and debt limitation but with a much stricter 
regime. In the past, many European countries have substantially exceeded these 
criteria over a long period of time. Around 2005 most eurozone members violated the 
pact, resulting in no action taken against violators. 


The international US-based credit rating agencies—Moody's, Standard & 
Poor's and Fitch—which have already been under fire during the housing bubble and 
the Icelandic crisis—have also played a central and controversial role in the current 
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European bond market crisis. On one hand, the agencies have been accused of giving 
overly generous ratings due to conflicts of interest. On the other hand, ratings 
agencies have a tendency to act conservatively, and to take some time to adjust when 
a firm or country is in trouble. In the case of Greece, the market responded to the 
crisis before the downgrades, with Greek bonds trading at junk levels several weeks 
before the ratings agencies began to describe them as such. 


According to a study by economists at St Gallen University credit rating agencies 
have fuelled rising euro zone indebtedness by issuing more severe downgrades since 
the sovereign debt crisis unfolded in 2009. The authors concluded that rating agencies 
were not consistent in their judgments, on average rating Portugal, Ireland, and 
Greece 2.3 notches lower than under pre-crisis standards, eventually forcing them to 
seek international aid. On a side note: as of end of November 2013 only three 
countries in the eurozone retain AAA ratings from Standard & Poor, i.e. Germany, 
Finland and Luxembourg. 


European policy makers have criticised ratings agencies for acting politically, 
accusing the Big Three of bias towards European assets and fuelling 

speculation. Particularly Moody's decision to downgrade Portugal's foreign debt to the 
category Ba2 "junk" has infuriated officials from the EU and Portugal alike. State 
owned utility and infrastructure companies like ANA — Aeroportos de 

Portugal, Energias de Portugal, Redes Energéticas Nacionais, and Brisa — Auto- 
estradas de Portugal were also downgraded despite claims to having solid financial 
profiles and significant foreign revenue. 


France too has shown its anger at its downgrade. French central bank chief Christian 
Noyer criticised the decision of Standard & Poor's to lower the rating of France but 
not that of the United Kingdom, which "has more deficits, as much debt, more 
inflation, less growth than us". 


Similar comments were made by high-ranking politicians in Germany. Michael Fuchs, 
deputy leader of the leading Christian Democrats, said: "Standard and Poor's must 
stop playing politics. Why doesn't it act on the highly indebted United States or highly 
indebted Britain?", adding that the latter's collective private and public sector debts 
are the largest in Europe. He further added: "If the agency downgrades France, it 
should also downgrade Britain in order to be consistent." 


Credit rating agencies were also accused of bullying politicians by systematically 
downgrading eurozone countries just before important European Council meetings. 
As one EU source put it: "It is interesting to look at the downgradings and the timings 
of the downgradings... It is strange that we have so many downgrades in the weeks of 
summits." 
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Regulatory reliance on credit ratings 


Think-tanks such as the World Pensions Council (WPC) have criticised European 
powers such as France and Germany for pushing for the adoption of the Basel 

II recommendations, adopted in 2005 and transposed in European Union law through 
the Capital Requirements Directive (CRD), effective since 2008. In essence, this 
forced European banks and more importantly the European Central Bank, e.g. when 
gauging the solvency of EU-based financial institutions, to rely heavily on the 
standardised assessments of credit risk marketed by only two private US firms- 
Moody's and S&P. 


Counter measures 


Due to the failures of the ratings agencies, European regulators obtained new powers 
to supervise ratings agencies. With the creation of the European Supervisory 
Authority in January 2011 the EU set up a whole range of new financial regulatory 
institutions, including the European Securities and Markets Authority (ESMA), which 
became the EU's single credit-ratings firm regulator. Credit-ratings companies have to 
comply with the new standards or will be denied operation on EU territory, says 
ESMA Chief Steven Maijoor. 


Germany's foreign minister Guido Westerwelle called for an "independent" European 
ratings agency, which could avoid the conflicts of interest that he claimed US-based 
agencies faced. European leaders are reportedly studying the possibility of setting up a 
European ratings agency in order that the private US-based ratings agencies have less 
influence on developments in European financial markets in the future. According to 
German consultant company Roland Berger, setting up a new ratings agency would 
cost €300 million. On 30 January 2012, the company said it was already collecting 
funds from financial institutions and business intelligence agencies to set up an 
independent non-profit ratings agency by mid-2012, which could provide its first 
country ratings by the end of the year. In April 2012, in a similar attempt, 

the Bertelsmann Stiftung presented a blueprint for establishing an international non- 
profit credit rating agency (INCRA) for sovereign debt, structured in way that 
management and rating decisions are independent from its financiers. 


But attempts to regulate credit rating agencies more strictly in the wake of the 
eurozone crisis have been rather unsuccessful. World Pensions Council (WPC) 
financial law and regulation experts have argued that the hastily drafted, unevenly 
transposed in national law, and poorly enforced EU rule on ratings agencies 
(Regulation EC N° 1060/2009) has had little effect on the way financial analysts and 
economists interpret data or on the potential for conflicts of interests created by the 
complex contractual arrangements between credit rating agencies and their clients" 
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Some in the Greek, Spanish, and French press and elsewhere spread conspiracy 
theories that claimed that the U.S. and Britain were deliberately promoting rumors 
about the euro in order to cause its collapse or to distract attention from their own 
economic vulnerabilities. The Economist rebutted these "Anglo-Saxon conspiracy" 
claims, writing that although American and British traders overestimated the 
weakness of southern European public finances and the probability of the breakup of 
the eurozone breakup, these sentiments were an ordinary market panic, rather than 
some deliberate plot. 


Greek Prime Minister Papandreou is quoted as saying that there was no question of 
Greece leaving the euro and suggested that the crisis was politically as well as 
financially motivated. "This is an attack on the eurozone by certain other interests, 
political or financial" .The Spanish Prime Minister José Luis Rodriguez Zapatero has 
also suggested that the recent financial market crisis in Europe is an attempt to 
undermine the euro. He ordered the Centro Nacional de Inteligencia intelligence 
service (National Intelligence Centre, CNI in Spanish) to investigate the role of the 
"Anglo-Saxon media" in fomenting the crisis. So far, no results have been reported 
from this investigation. 


Other commentators believe that the euro is under attack so that countries, such as the 
UK and the US, can continue to fund their large external deficits and government 
deficits, and to avoid the collapse of the US$. The US and UK do not have large 
domestic savings pools to draw on and therefore are dependent on external savings 
e.g. from China. This is not the case in the eurozone, which is self-funding. 


Both the Spanish and Greek Prime Ministers have accused financial 

speculators and hedge funds of worsening the crisis by short selling euros. German 
chancellor Merkel has stated that "institutions bailed out with public funds are 
exploiting the budget crisis in Greece and elsewhere". 


Goldman Sachs and other banks faced an inquiry by the Federal Reserve over their 
derivatives arrangements with Greece. The Guardian reported that "Goldman was 
reportedly the most heavily involved of a dozen or so Wall Street banks" that assisted 
the Greek government in the early 2000s "to structure complex derivatives deals early 
in the decade and ‘borrow' billions of dollars in exchange rate swaps, which did not 
officially count as debt under eurozone rules." Critics of the bank's conduct said that 
these deals "contributed to unsustainable public finances" which in turn destabilized 
the eurozone. 


In response to accusations that speculators were worsening the problem, some markets 
banned naked short selling for a few months. 
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Some economists, mostly from outside Europe and associated with Modern Monetary 
Theory and other post-Keynesian schools, condemned the design of the euro currency 
system from the beginning because it ceded national monetary and economic 
sovereignty but lacked a central fiscal authority. When faced with economic 
problems, they maintained, "Without such an institution, EMU would prevent 
effective action by individual countries and put nothing in its place." US 

economist Martin Feldstein went so far to call the euro "an experiment that 

failed". Some non-Keynesian economists, such as Luca A. Ricci of the IMF, contend 
that the eurozone does not fulfil the necessary criteria for an optimum currency area, 
though it is moving in that direction. 


As the debt crisis expanded beyond Greece, these economists continued to advocate, 
albeit more forcefully, the disbandment of the eurozone. If this was not immediately 
feasible, they recommended that Greece and the other debtor nations unilaterally leave 
the eurozone, default on their debts, regain their fiscal sovereignty, and re-adopt 
national currencies. Bloomberg suggested in June 2011 that, if the Greek and Irish 
bailouts should fail, an alternative would be for Germany to leave the eurozone to 
save the currency through depreciation instead of austerity. The likely substantial fall 
in the euro against a newly reconstituted Deutsche Mark would give a "huge boost" to 
its members' competitiveness. 


Iceland, not part of the EU, is regarded as one of Europe's recovery success stories. It 
defaulted on its debt and drastically devalued its currency, which has effectively 
reduced wages by 50% making exports more competitive. Lee Harris argues that 
floating exchange rates allows wage reductions by currency devaluations, a politically 
easier option than the economically equivalent but politically impossible method of 
lowering wages by political enactment. Sweden's floating rate currency gives it a 
short-term advantage, structural reforms and constraints account for longer-term 
prosperity. Labour concessions, a minimal reliance on public debt, and tax reform 
helped to further a pro-growth policy. 


The Wall Street Journal conjectured as well that Germany could return to the 
Deutsche Mark, or create another currency union with the Netherlands, Austria, 
Finland, Luxembourg and other European countries such as Denmark, Norway, 
Sweden, Switzerland, and the Baltics. A monetary union of these countries with 
current account surpluses would create the world's largest creditor bloc, bigger than 
China or Japan. The Wall Street Journal added that without the German-led bloc, a 
residual euro would have the flexibility to keep interest rates lowand engage 

in quantitative easing or fiscal stimulus in support of a job-targeting economic policy 
instead of inflation targeting in the current configuration. 


Breakup vs. deeper integration 
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There is opposition in this view. The national exits are expected to be an expensive 
proposition. The breakdown of the currency would lead to insolvency of several euro 
zone countries, a breakdown in intrazone payments. Having instability and the public 
debt issue still not solved, the contagion effects and instability would spread into the 
system. Having that the exit of Greece would trigger the breakdown of the eurozone, 
this is not welcomed by many politicians, economists and journalists. According to 
Steven Erlanger from The New York Times, a "Greek departure is likely to be seen as 
the beginning of the end for the whole euro zone project, a major accomplishment, 
whatever its faults, in the post-War construction of a Europe "whole and at 

peace". Likewise, the two big leaders of the Euro zone, German Chancellor Angela 
Merkel and former French president Nicolas Sarkozy have said on numerous 
occasions that they would not allow the eurozone to disintegrate and have linked the 
survival of the Euro with that of the entire European Union. In September 2011, EU 
commissioner Joaquin Almunia shared this view, saying that expelling weaker 
countries from the euro was not an option: "Those who think that this hypothesis is 
possible just do not understand our process of integration". The former ECB 
president Jean-Claude Trichet also denounced the possibility of a return of the 
Deutsche Mark. 


The challenges to the speculation about the break-up or salvage of the eurozone is 
rooted in its innate nature that the break-up or salvage of eurozone is not only an 
economic decision but also a critical political decision followed by complicated 
ramifications that "If Berlin pays the bills and tells the rest of Europe how to behave, 
it risks fostering destructive nationalist resentment against Germany and ... it would 
strengthen the camp in Britain arguing for an exit—a problem not just for Britons but 
for all economically liberal Europeans. Solutions which involve greater integration of 
European banking and fiscal management and supervision of national decisions by 
European umbrella institutions can be criticised as Germanic domination of European 
political and economic life. According to US author Ross Douthat "This would 
effectively turn the European Union into a kind of postmodern version of the 

old Austro-Hungarian Empire, with a Germanic elite presiding uneasily over a 
polyglot imperium and its restive local populations". 


The Economist provides a somewhat modified approach to saving the euro in that "a 
limited version of federalisation could be less miserable solution than break-up of the 
euro". The recipe to this tricky combination of the limited federalisation, greatly lies 
on mutualisation for limiting the fiscal integration. In order for overindebted countries 
to stabilise the dwindling euro and economy, the overindebted countries require 
"access to money and for banks to have a "safe" euro-wide class of assets that is not 
tied to the fortunes of one country" which could be obtained by 

"narrower Eurobond that mutualises a limited amount of debt for a limited amount of 
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time". The proposition made by German Council of Economic Experts provides 
detailed blue print to mutualise the current debts of all euro-zone economies above 
60% of their GDP. Instead of the break-up and issuing new national governments 
bonds by individual euro-zone governments, "everybody, from Germany (debt: 81% 
of GDP) to Italy (120%) would issue only these joint bonds until their national debts 
fell to the 60% threshold. The new mutualised-bond market, worth some €2.3 trillion, 
would be paid off over the next 25 years. Each country would pledge a specified tax 
(such as a VAT surcharge) to provide the cash." So far, German Chancellor Angela 
Merkel has opposed all forms of mutualisation. 


The Hungarian-American business magnate George Soros warns in "Does the Euro 
have a Future?" that there is no escape from the "gloomy scenario" of a prolonged 
European recession and the consequent threat to the Eurozone's political cohesion so 
long as "the authorities persist in their current course". He argues that to save the Euro 
long-term structural changes are essential in addition to the immediate steps needed to 
arrest the crisis. The changes he recommends include even greater economic 
integration of the European Union. Soros writes that a treaty is needed to transform 
the European Financial Stability Fund into a full-fledged European Treasury. 
Following the formation of the Treasury, the European Council could then authorise 
the ECB to "step into the breach", with risks to the ECB's solvency being indemnified. 
Soros acknowledges that converting the EFSF into a European Treasury will 
necessitate "a radical change of heart". In particular, he cautions, Germans will be 
wary of any such move, not least because many continue to believe that they have a 
choice between saving the Euro and abandoning it. Soros writes that a collapse of the 
European Union would precipitate an uncontrollable financial meltdown and thus "the 
only way" to avert "another Great Depression" is the formation of a European 
Treasury. 


The British betting company Ladbrokes stopped taking bets on Greece exiting the 
eurozone in May 2012 after odds fell to 1/3, and reported "plenty of support" for 33/1 
odds for a complete disbanding of the eurozone during 2012. 


Some protesters, commentators such as Libération correspondent Jean Quatremer and 
the Liége-based NGO Committee for the Abolition of the Third World 

Debt (CADTM) allege that the debt should be characterised as odious debt. The Greek 
documentary Debtocracy, and a book of the same title and content examine whether 
the recent Siemens scandal and uncommercial ECB loans which were conditional on 
the purchase of military aircraft and submarines are evidence that the loans amount to 
odious debt and that an audit would result in invalidation of a large amount of the 
debt. 
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In 1992, members of the European Union signed an agreement known as 

the Maastricht Treaty, under which they pledged to limit their deficit spending and 
debt levels. Some EU member states, including Greece and Italy, were able to 
circumvent these rules and mask their deficit and debt levels through the use of 
complex currency and credit derivatives structures. The structures were designed by 
prominent US investment banks, who received substantial fees in return for their 
services and who took on little credit risk themselves thanks to special legal 
protections for derivatives counterparties. Financial reforms within the U.S. since the 
financial crisis have only served to reinforce special protections for derivatives— 
including greater access to government guarantees—while minimising disclosure to 
broader financial markets. 


The revision of Greece's 2009 budget deficit from a forecast of "6-8% of GDP" to 
12.7% by the new Pasok Government in late 2009 (a number which, after 
reclassification of expenses under IMF/EU supervision was further raised to 15.4% in 
2010) has been cited as one of the issues that ignited the Greek debt crisis. 


This added a new dimension in the world financial turmoil, as the issues of "creative 
accounting" and manipulation of statistics by several nations came into focus, 
potentially undermining investor confidence. 


The focus has naturally remained on Greece due to its debt crisis. There have been 
reports about manipulated statistics by EU and other nations aiming, as was the case 
for Greece, to mask the sizes of public debts and deficits. These have included 
analyses of examples in several countries the United Kingdom, Spain, the United 
States, and even Germany. 


On 18 August 2011, as requested by the Finnish parliament as a condition for any 
further bailouts, it became apparent that Finland would receive collateral from Greece, 
enabling it to participate in the potential new €109 billion support package for the 
Greek economy. Austria, the Netherlands, Slovenia, and Slovakia responded with 
irritation over this special guarantee for Finland and demanded equal treatment across 
the eurozone, or a similar deal with Greece, so as not to increase the risk level over 
their participation in the bailout. The main point of contention was that the collateral 
is aimed to be a cash deposit, a collateral the Greeks can only give by recycling part of 
the funds loaned by Finland for the bailout, which means Finland and the other 
eurozone countries guarantee the Finnish loans in the event of a Greek default. 


After extensive negotiations to implement a collateral structure open to all eurozone 
countries, on 4 October 2011, a modified escrow collateral agreement was reached. 
The expectation is that only Finland will utilise it, due, in part, to a requirement to 
contribute initial capital to European Stability Mechanism in one instalment instead of 
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five instalments over time. Finland, as one of the strongest AAA countries, can raise 
the required capital with relative ease. 


At the beginning of October, Slovakia and Netherlands were the last countries to vote 
on the EFSF expansion, which was the immediate issue behind the collateral 
discussion, with a mid-October vote. On 13 October 2011 Slovakia approved euro 
bailout expansion, but the government has been forced to call new elections in 
exchange. 


In February 2012, the four largest Greek banks agreed to provide the €880 million in 
collateral to Finland to secure the second bailout programme. 


Finland's recommendation to the crisis countries is to issue asset-backed securities to 
cover the immediate need, a tactic successfully used in Finland's early 1990s 
recession, in addition to spending cuts and bad banking. 


The handling of the crisis has led to the premature end of several European national 
governments and influenced the outcome of many elections: 


e Ireland — February 2011 — After a high deficit in the government's budget in 
2010 and the uncertainty surrounding the proposed bailout from 
the International Monetary Fund, the 30th Dail (parliament) collapsed the 
following year, which led to a subsequent general election, collapse of the 
preceding government parties, Fianna Fail and the Green Party, the resignation 
of the Taoiseach Brian Cowenand the rise of the Fine Gael party, which formed 
a government alongside the Labour Party in the 31st Dail, which led to a 
change of government and the appointment of Enda Kenny as Taoiseach. 

e Portugal — March 2011 — Following the failure of parliament to adopt the 
government austerity measures, PM José Sécrates and his government 
resigned, bringing about early elections in June 2011. 

e Finland — April 2011 — The approach to the Portuguese bailout and the EFSF 
dominated the April 2011 election debate and formation of the subsequent 
government. 

e Spain —July 2011 — Following the failure of the Spanish government to handle 
the economic situation, PM José Luis Rodriguez Zapatero announced early 
elections in November. "It is convenient to hold elections this fall so a new 
government can take charge of the economy in 2012, fresh from the balloting," 
he said. Following the elections, Mariano Rajoy became PM. 

e Slovenia — September 2011 — Following the failure of June referendums on 
measures to combat the economic crisis and the departure of coalition partners, 
the Borut Pahor government lost a motion of confidence and December 2011 
early elections were set, following which Janez JanSa became PM. After a year 
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of rigorous saving measures, and also due to continuous opening of ideological 
question, the centre-right government of Janez JanSa was ousted on 27 
February 2013 by nomination of Alenka BratuSek as the PM-designated of a 
new centre-left coalition government. 

Slovakia — October 2011 — In return for the approval of the EFSF by her 
coalition partners, PM Iveta Radicova had to concede early elections in March 
2012, following which Robert Fico became PM. 

Italy - November 2011 — Following market pressure on government bond 
prices in response to concerns about levels of debt, the right-wing cabinet, of 
the long-time Prime Minister Silvio Berlusconi, lost its majority: Berlusconi 
resigned on 12 November and four days later was replaced by the 

technocratic government of Mario Monti. 

Greece — November 2011 — After intense criticism from within his own party, 
the opposition and other EU governments, for his proposal to hold 

a referendum on the austerity and bailout measures, PM George Papandreou of 
the PASOK party announced his resignation in favour of a national unity 
government between three parties, of which only two currently remain in the 
coalition. Following the vote in the Greek parliament on the austerity and 
bailout measures, which both leading parties supported but many MPs of these 
two parties voted against, Papandreou and Antonis Samaras expelled a total of 
44 MPs from their respective parliamentary groups, leading to PASOK losing 
its parliamentary majority. The early Greek legislative election, 2012 were the 
first time in the history of the country, at which the bipartisanship (consisted of 
PASOK and New Democracy parties), which ruled the country for over 40 
years, collapsed in votes as a punishment for their support to the strict measures 
proposed by the country's foreign lenders and the Troika (consisted of the 
European Commission, the IMF and the European Central Bank). The 
popularity of PASOK dropped from 42.5% in 2010 to as low as 7% in some 
polls in 2012. The radical right-wing, extreme left-wing, communist and 
populist political parties that have opposed the policy of strict measures, won 
the majority of the votes. 

Netherlands — April 2012 — After talks between the VVD, CDA and PVV over 
a new austerity package of about 14 billion euros failed, the Rutte 

cabinet collapsed. Early elections were called for 12 September 2012. To 
prevent fines from the EU — a new budget was demanded by 30 April — five 
different parties called the Kunduz coalition forged together an emergency 
budget for 2013 in just two days. 

France — May 2012 — The French presidential election, 2012 became the first 
time since 1981 that an incumbent failed to gain a second term, when Nicolas 
Sarkozy lost to Francois Hollande. 
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Bankruptcy 


Bankruptcy is a legal status of a person or other entity that cannot repay debts 
to creditors. In most jurisdictions, bankruptcy is imposed by a court order, often 
initiated by the debtor. 


Bankruptcy is not the only legal status that an insolvent person may have, and the 
term bankruptcy is therefore not a synonym for insolvency. In some countries, such as 
the United Kingdom, bankruptcy is limited to individuals; other forms of insolvency 
proceedings (such as liquidation and administration) are applied to companies. In 

the United States, bankruptcy is applied more broadly to formal insolvency 
proceedings. In France, the cognate French word banqueroute is used solely for cases 
of fraudulent bankruptcy, whereas the term faillite (cognate of "failure") is used for 
bankruptcy in accordance with the law. 


The word bankruptcy is derived from Italian banca rotta, meaning "broken bank", 
which may stem from a widespread custom in the Republic of Genoa of breaking a 
moneychanger's bench or counter to signify his insolvency, or which may be only a 
figure of speech. 


In Ancient Greece, bankruptcy did not exist. If a man owed and he could not pay, he 
and his wife, children or servants were forced into "debt slavery", until the creditor 
recouped losses through their physical labour. Many city-states in ancient Greece 
limited debt slavery to a period of five years; debt slaves had protection of life and 
limb, which regular slaves did not enjoy. However, servants of the debtor could be 
retained beyond that deadline by the creditor and were often forced to serve their new 
lord for a lifetime, usually under significantly harsher conditions. An exception to this 
rule was Athens, which by the laws of Solon forbade enslavement for debt; as a 
consequence, most Athenian slaves were foreigners (Greek or otherwise). 


The Statute of Bankrupts of 1542 was the first statute under English law dealing with 
bankruptcy or insolvency. Bankruptcy is also documented in East Asia. According 
to al-Magqrizi, the Yassa of Genghis Khan contained a provision that mandated 

the death penalty for anyone who became bankrupt three times. 


A failure of a nation to meet bond repayments has been seen on many 

occasions. Philip II of Spain had to declare four state bankruptcies in 1557, 1560, 
1575 and 1596. According to Kenneth S. Rogoff, "Although the development of 
international capital markets was quite limited prior to 1800, we nevertheless catalog 
the various defaults of France, Portugal, Prussia, Spain, and the early Italian city- 
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states. At the edge of Europe, Egypt, Russia, and Turkey have histories of chronic 
default as well." 


The principal focus of modern insolvency legislation and business debt 
restructuring practices no longer rests on the elimination of insolvent entities, but on 
the remodeling of the financial and organizational structure of debtors 

experiencing financial distress so as to permit the rehabilitation and continuation of 
the business. 


For private households, some argue that it is insufficient to merely dismiss debts after 
a certain period It is important to assess the underlying problems and to minimize the 
risk of financial distress to re-occur. It has been stressed that debt advice, a supervised 
rehabilitation period, financial education and social help to find sources of income and 
to improve the management of household expenditures must be equally provided 
during this period of rehabilitation (Refiner et al., 2003; Gerhardt, 2009; Frade, 2010). 
In most EU Member States, debt discharge is conditioned by a partial payment 
obligation and by a number of requirements concerning the debtor's behavior. In the 
United States (US), discharge is conditioned to a lesser extent. The spectrum is broad 
in the EU, with the UK coming closest to the US system (Reifner et al., 2003; 
Gerhardt, 2009; Frade, 2010). The Other Member States do not provide the option of 
a debt discharge. Spain, for example, passed a bankruptcy law (ley concurs) in 2003 
which provides for debt settlement plans that can result in a reduction of the debt 
(maximally half of the amount) or an extension of the payment period of maximally 
five years (Gerhardt, 2009), but it does not foresee debt discharge. 


In the US, it is very difficult to discharge federal or federally guaranteed student loan 
debt by filing bankruptcy. Unlike most other debts, those student loans may be 
discharged only if the person seeking discharge establishes specific grounds for 
discharge under the Brunner test, under which the court evaluates three factors: 


e If required to repay the loan, the borrower cannot maintain a minimal standard 
of living; 

e The borrower's financial situation is likely to continue for most or all of the 
repayment period; and 

e The borrower has made a good faith effort to repay the student loans. 


Even if a debtor proves all three elements, a court may permit only a partial discharge 
of the student loan. Student loan borrowers may benefit from restructuring their 
payments through a Chapter 13bankruptcy repayment plan, but few qualify for 
discharge of part or all of their student loan debt. 
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Bankruptcy fraud is a white-collar crime. While difficult to generalize across 
jurisdictions, common criminal acts under bankruptcy statutes typically involve 
concealment of assets, concealment or destruction of documents, conflicts of interest, 
fraudulent claims, false statements or declarations, and fee fixing or redistribution 
arrangements. Falsifications on bankruptcy forms often constitute perjury. Multiple 
filings are not in and of themselves criminal, but they may violate provisions of 
bankruptcy law. In the U.S., bankruptcy fraud statutes are particularly focused on 

the mental state of particular actions. Bankruptcy fraud is a federal crime in the 
United States. 


Bankruptcy fraud should be distinguished from strategic bankruptcy, which is not 
a criminal act since it creates a real (not a fake) bankruptcy state. However, it may still 
work against the filer. 


All assets must be disclosed in bankruptcy schedules whether or not the debtor 
believes the asset has a net value. This is because once a bankruptcy petition is filed, it 
is for the creditors, not the debtor, to decide whether a particular asset has value. The 
future ramifications of omitting assets from schedules can be quite serious for the 
offending debtor. In the United States, a closed bankruptcy may be reopened by 
motion of a creditor or the U.S. trustee if a debtor attempts to later assert ownership of 
such an "unscheduled asset" after being discharged of all debt in the bankruptcy. The 
trustee may then seize the asset and liquidate it for the benefit of the (formerly 
discharged) creditors. Whether or not a concealment of such an asset should also be 
considered for prosecution as fraud or perjury would then be at the discretion of the 
judge or U.S. Trustee. 


In Australia, bankruptcy is a status which applies to individuals and is governed by 
the federal Bankruptcy Act 1966. Companies do not go bankrupt but rather go 

into liquidation or administration, which is governed by the federal Corporations Act 
2001. 


If a person commits an act of bankruptcy, then a creditor can apply to the Federal 
Circuit Court or the Federal Court for a sequestration order. Acts of bankruptcy are 
defined in the legislation, and include the failure to comply with a bankruptcy notice. 
A bankruptcy notice can be issued where, among other cases, a person fails to pay 

a judgment debt. A person can also seek to have himself or herself declared bankrupt 
by lodging a debtor's petition with the "Official Receiver", which is the Australian 
Financial Security Authority (AFSA). 


To declare bankruptcy or for a creditor to lodge a petition, the debt must be at least 
$5,000. 
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All bankrupts must lodge a Statement of Affairs document with AFSA, which 
includes important information about their assets and liabilities. A bankruptcy cannot 
be annulled until this document has been lodged. 


Ordinarily, a bankruptcy lasts three years from the filing of the Statement of Affairs 
with AFSA. 


A Bankruptcy Trustee (in most cases, the Official Receiver) is appointed to deal with 
all matters regarding the administration of the bankrupt estate. The Trustee's job 
includes notifying creditors of the estate and dealing with creditor inquiries; ensuring 
that the bankrupt complies with his or her obligations under the Bankruptcy Act; 
investigating the bankrupt's financial affairs; realising funds to which the estate is 
entitled under the Bankruptcy Act and distributing dividends to creditors if sufficient 
funds become available. 


For the duration of their bankruptcy, all bankrupts have certain restrictions placed 
upon them. For example, a bankrupt must obtain the permission of his or her trustee to 
travel overseas. Failure to do so may result in the bankrupt being stopped at the airport 
by the Australian Federal Police. Additionally, a bankrupt is required to provide his or 
her trustee with details of income and assets. If the bankrupt does not comply with the 
Trustee's request to provide details of income, the trustee may have grounds to lodge 
an Objection to Discharge, which has the effect of extending the bankruptcy for a 
further five years. 


The realisation of funds usually comes from two main sources: the bankrupt's assets 
and the bankrupt's wages. There are certain assets that are protected, referred to 

as protected assets. These include household furniture and appliances, tools of the 
trade and vehicles up to a certain value. All other assets of value are sold. If a house or 
car is above a certain value, the bankrupt can buy the interest back from the estate in 
order to keep the asset. If the bankrupt does not do this, the interest vests in the estate 
and the trustee is able to take possession of the asset and sell it. 


The bankrupt must pay income contributions if their income is above a certain 
threshold. If the bankrupt fails to pay, the trustee can issue a notice to garnishee the 
bankrupt's wages. If that is not possible, the Trustee may seek to extend the 
bankruptcy for a further five years. 


Bankruptcies can be annulled prior to the expiration of the normal three-year period if 
all debts are paid out in full. Sometimes a bankrupt may be able to raise enough funds 
to make an Offer of Composition to creditors, which would have the effect of paying 
the creditors some of the money they are owed. If the creditors accept the offer, the 
bankruptcy can be annulled after the funds are received. 
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After the bankruptcy is annulled or the bankrupt has been automatically discharged, 
the bankrupt's credit report status is shown as "discharged bankrupt" for some years. 
The maximum number of years this information can be held is subject to the retention 
limits under the Privacy Act. How long such information is on a credit report may be 
shorter, depending on the issuing company, but the report must cease to record that 
information based on the criteria in the Privacy Act. 


In Brazil, the Bankruptcy Law (11.101/05) governs court-ordered or out-of-court 
receivership and bankruptcy and only applies to public companies (publicly traded 
companies) with the exception of financial institutions, credit cooperatives, consortia, 
supplementary scheme entities, companies administering health care plans, equity 
companies and a few other legal entities. It does not apply to state-run companies. 


Current law covers three legal proceedings. The first one is bankruptcy itself 
("Faléncia"). Bankruptcy is a court-ordered liquidation procedure for an insolvent 
business. The final goal of bankruptcy is to liquidate company assets and pay its 
creditors. 


The second one is Court-ordered Restructuring (Recuperacdo Judicial). The goal is to 
overcome the business crisis situation of the debtor in order to allow the continuation 
of the producer, the employment of workers and the interests of creditors, leading, 
thus, to preserving company, its corporate function and develop economic activity. It's 
a court procedure required by the debtor which has been in business for more than two 
years and requires approval by a judge. 


The Extrajudicial Restructuring (Recuperacdo Extrajudicial) is a private negotiation 
that involves creditors and debtors and, as with court-ordered restructuring, also must 
be approved by courts. 


Bankruptcy, also referred to as insolvency in Canada, is governed by the Bankruptcy 
and Insolvency Act and is applicable to businesses and individuals, for 

example, Target Canada, the Canadian subsidiary of the Target Corporation, the 
second-largest discount retailer in the United States filed for bankruptcy in January 
15, 2015, and closed all of its stores by April 12. The office of the Superintendent of 
Bankruptcy, a federal agency, is responsible for overseeing that bankruptcies are 
administered in a fair and orderly manner by all licensed Trustees in Canada. 


Trustees in bankruptcy, 1041 individuals licensed to administer insolvencies, 
bankruptcy and proposal estates and are governed by the Bankruptcy and Insolvency 
Act of Canada. 
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Bankruptcy is filed when a person or a company becomes insolvent and cannot pay 
their debts as they become due and if they have at least $1,000 in debt. 


In 2011, the Superintendent of bankruptcy reported that trustees in Canada filed 
127,774 insolvent estates. Consumer estates were the vast majority, with 122 999 
estates. The consumer portion of the 2011 volume is divided into 77,993 bankruptcies 
and 45,006 consumer proposals. This represented a reduction of 8.9% from 2010. 
Commercial estates filed by Canadian trustees in 2011 4,775 estates, 3,643 
bankruptcies and 1,132 Division 1 proposals. This represents a reduction of 8.6% over 
2010. 


Duties of trustees 
Some of the duties of the trustee in bankruptcy are to: 


e Review the file for any fraudulent preferences or reviewable transactions 
e Chair meetings of creditors 

e Sell any non-exempt assets 

e Object to the bankrupt's discharge 

e Distribute funds to creditors 


Creditors’ meetings 


Creditors become involved by attending creditors' meetings. The trustee calls the first 
meeting of creditors for the following purposes: 


e To consider the affairs of the bankrupt 

e To affirm the appointment of the trustee or substitute another in place thereof 

e To appoint inspectors 

e To give such directions to the trustee as the creditors may see fit with reference 
to the administration of the estate. 


Consumer proposals 
Main article: Consumer bankruptcy in Canada 


In Canada, a person can file a consumer proposal as an alternative to bankruptcy. A 
consumer proposal is a negotiated settlement between a debtor and their creditors. 


A typical proposal would involve a debtor making monthly payments for a maximum 
of five years, with the funds distributed to their creditors. Even though most proposals 
call for payments of less than the full amount of the debt owing, in most cases, the 

creditors accept the deal—because if they do not, the next alternative may be personal 
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bankruptcy, in which the creditors get even less money. The creditors have 45 days to 
accept or reject the consumer proposal. Once the proposal is accepted by both the 
creditors and the Court, the debtor makes the payments to the Proposal Administrator 
each month (or as otherwise stipulated in their proposal), and the general creditors are 
prevented from taking any further legal or collection action. If the proposal is rejected, 
the debtor is returned to his prior insolvent state and may have no alternative but to 
declare personal bankruptcy. 


A consumer proposal can only be made by a debtor with debts to a maximum of 
$250,000 (not including the mortgage on their principal residence). If debts are greater 
than $250,000, the proposal must be filed under Division 1 of Part III of 

the Bankruptcy and Insolvency Act. An Administrator is required in the Consumer 
Proposal, and a Trustee in the Division I Proposal (these are virtually the same 
although the terms are not interchangeable). A Proposal Administrator is almost 
always a licensed trustee in bankruptcy, although the Superintendent of 

Bankruptcy may appoint other people to serve as administrators. 


In 2006, there were 98,450 personal insolvency filings in Canada: 79,218 
bankruptcies and 19,232 consumer proposals. 


The Parliament of India in the first week of May 2016 passed Insolvency and 
Bankruptcy Code 2016 (New Code). Earlier a clear law on corporate bankruptcy did 
not exist, even though individual bankruptcy laws have been in existence since 1874. 
The earlier law in force was enacted in 1920 called the Provincial Insolvency Act. 


The legal definitions of the terms bankruptcy, insolvency, liquidation and dissolution 
are contested in the Indian legal system. There is no regulation or statute legislated 
upon bankruptcy which denotes a condition of inability to meet a demand of a creditor 
as is common in many other jurisdictions. 


Winding up of companies was in the jurisdiction of the courts which can take a 
decade even after the company has actually been declared insolvent. On the other 
hand, supervisory restructuring at the behest of the Board of Industrial and Financial 
Reconstruction is generally undertaken using receivership by a public entity. 


Federal Law No. 127-FZ "On Insolvency (Bankruptcy)" dated 26 October 2002 (as 
amended) (the "Bankruptcy Act"), replacing the previous law in 1998, to better 
address the above problems and a broader failure of the action. Russian insolvency 
law is intended for a wide range of borrowers: individuals and companies of all sizes, 
with the exception of state-owned enterprises, government agencies, political parties 
and religious organizations. There are also special rules for insurance companies, 
professional participants of the securities market, agricultural organizations and other 
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special laws for financial institutions and companies in the natural monopolies in the 
energy industry. Federal Law No. 40-FZ "On Insolvency (Bankruptcy)" dated 25 
February 1999 (as amended) (the "Insolvency Law of Credit Institutions") contains 
special provisions in relation to the opening of insolvency proceedings in relation to 
the credit company. Insolvency Provisions Act, credit organizations used in 
conjunction with the provisions of the Bankruptcy Act. 


Bankruptcy law provides for the following stages of insolvency proceedings: ¢ 
Monitoring procedure or Supervision (nablyudeniye); * The economic recovery 
(finansovoe ozdorovleniye); * External control (vneshneye upravleniye); * Liquidation 
(konkursnoye proizvodstvo) and « Amicable Agreement (mirovoye soglasheniye). 


The main face of the bankruptcy process is the insolvency officer (trustee in 
bankruptcy, bankruptcy manager). At various stages of bankruptcy, he must be 
determined: the temporary officer in Monitoring procedure, external manager in 
External control, the receiver or administrative officer in The economic recovery, the 
liquidator. During the bankruptcy trustee in bankruptcy (insolvency officer) has a 
decisive influence on the movement of assets (property) of the debtor - the debtor and 
has a key influence on the economic and legal aspects of its operations. 


In Sweden, bankruptcy (Swedish: konkurs) is a formal process that may involve a 
company or individual. It is not the same as insolvency, which is inability to pay debts 
that should have been paid. A creditor or the company itself can apply for bankruptcy. 
An external bankruptcy manager takes over the company or the assets of the person, 
and tries to sell as much as possible. A person or a company in bankruptcy can not 
access its assets (with some exceptions). 


The formal bankruptcy process is rarely carried out for individuals. Creditors can 
claim money through the Enforcement Administration anyway, and creditors do not 
usually benefit from the bankruptcy of individuals because there are costs of 

a bankruptcy manager which has priority. Unpaid debts remain after bankruptcy for 
individuals. People who are deeply in debt can obtain a debt arrangement procedure 
(Swedish: skuldsanering). On application, they obtain a payment plan under which 
they pay as much as they can for five years, and then all remaining debts are 
cancelled. Debts that derive from a ban on business operations (issued by court, 
commonly for tax fraud or fraudulent business practices) or owed to a crime victim as 
compensation for damages, are exempted from this—and, as before this process was 
introduced in 2006, remain lifelong. Debts that have not been claimed during a 3-10 
year period are cancelled. Often crime victims stop their claims after a few years since 
criminals often do not have job incomes and might be hard to locate, while banks 
make sure their claims are not cancelled. The most common reasons for personal 
insolvency in Sweden are illness, unemployment, divorce or company bankruptcy. 
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For companies, formal bankruptcy is a normal effect of insolvency, even if there is a 
reconstruction mechanism where the company can be given time to solve its situation, 
e.g. by finding an investor. The formal bankruptcy involves contracting a bankruptcy 
manager, who makes certain that assets are sold and money divided by the priority the 
law claims, and no other way. Banks have such a priority. After a finished bankruptcy 
for a company, it is terminated. The activities might continue in a new company 
which has bought important assets from the bankrupted company. 


Bankruptcy in the United States is a matter placed under federal jurisdiction by 

the United States Constitution (in Article 1, Section 8, Clause 4), which 

empowers Congress to enact "uniform Laws on the subject of Bankruptcies 
throughout the United States". Congress has enacted statutes governing bankruptcy, 
primarily in the form of the Bankruptcy Code, located at Title 11 of the United States 
Code. 


A debtor declares bankruptcy to obtain relief from debt, and this is normally 
accomplished either through a discharge of the debt or through a restructuring of the 
debt. When a debtor files a voluntary petition, his or her bankruptcy case commences. 


While bankruptcy cases are always filed in United States Bankruptcy Court (an 
adjunct to the U.S. District Courts), bankruptcy cases, particularly with respect to the 
validity of claims and exemptions, are often dependent upon State law. A Bankruptcy 
Exemption defines the property a debtor may retain and preserve through bankruptcy. 
Certain real and personal property can be exempted on "Schedule C"of a debtor's 
bankruptcy forms, and effectively be taken outside the debtor's bankruptcy estate. 
Bankruptcy exemptions are available only to individuals filing bankruptcy. 


There are two alternative systems that can be used to "exempt" property from a 
bankruptcy estate, federal exemptions (available in some states but not all), and state 
exemptions (which vary widely between states). For example, Maryland and Virginia, 
which are adjoining states, have different personal exemption amounts that cannot be 
seized for payment of debts. This amount is the first $6,000 in property or cash in 
Maryland, but normally only the first $5,000 in Virginia. State law therefore plays a 
major role in many bankruptcy cases, such that there may be significant differences in 
the outcome of a bankruptcy case depending upon the state in which it is filed. 


After a bankruptcy petition is filed, the court schedules a hearing called a 34] 
meeting or meeting of creditors, at which the bankruptcy trustee and creditors review 
the petitioner's petition and supporting schedules, question the petitioner, and can 
challenge exemptions they believe are improper. 
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In 2004, the number of insolvencies reached record highs in many European 
countries. In France, company insolvencies rose by more than 4%, in Austria by more 
than 10%, and in Greece by more than 20%. The increase in the number of 
insolvencies, however, does not indicate the total financial impact of insolvencies in 
each country because there is no indication of the size of each case. An increase in the 
number of bankruptcy cases does not necessarily entail an increase in bad debt write- 
off rates for the economy as a whole. 


Bankruptcy statistics are also a trailing indicator. There is a time delay between 
financial difficulties and bankruptcy. In most cases, several months or even years pass 
between the financial problems and the start of bankruptcy proceedings. Legal, tax, 
and cultural issues may further distort bankruptcy figures, especially when comparing 
on an international basis. Two examples: 


e In Austria, more than half of all potential bankruptcy proceedings in 2004 were 
not opened, due to insufficient funding. 

e In Spain, it is not economically profitable to open insolvency/bankruptcy 
proceedings against certain types of businesses, and therefore the number of 
insolvencies is quite low. For comparison: In France, more than 40,000 
insolvency proceedings were opened in 2004, but under 600 were opened in 
Spain. At the same time the average bad debt write-off rate in France was 1.3% 
compared to Spain with 2.6%. 


The insolvency numbers for private individuals also do not show the whole picture. 
Only a fraction of heavily indebted households file for insolvency. Two of the main 
reasons for this are the stigma of declaring themselves insolvent and the potential 
business disadvantage. 


Following the soar in insolvencies in the last decade, a number of European countries, 
such as France, Germany, Spain and Italy, began to revamp their bankruptcy laws in 
2013. They modelled these new laws after the image of Chapter 11 of the U.S. 
Bankruptcy Code. Currently, the majority of insolvency cases have ended in 
liquidation in Europe rather than the businesses surviving the crisis. These new law 
models are meant to change this; lawmakers are hoping to turn bankruptcy into a 
chance for restructuring rather than a death sentence for the companies. 


Technically, states do not collapse directly due to a sovereign default event itself. 
However, the tumultuous events that follow may bring down the state, so in common 
language we do describe states as being bankrupted. 


Some examples of this are when a Korean state bankrupted Imperial China causing its 
destruction, or more specifically, when Chang'an's (Sui Dynasty) war 
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with Pyongyang (Goguryeo) in 614 A.D. ended in the former's disintegration within 4 
years, although the latter also seemingly entered into decline and fell some 56 years 
later. Another example is when the United States, with heavy financial backing from 
its allies (creditors), bankrupted the Soviet Union which led to the latter's demise. 
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Bailout 


A bailout is a colloquial term for giving financial support to a company or country 
which faces serious financial difficulty or bankruptcy. It may also be used to allow a 
failing entity to fail gracefully without spreading contagion. A bailout can, but does 
not necessarily, avoid an insolvency process. 


The term is maritime in origin being the act of removing water from a sinking vessel 
using a smaller bucket. A bailout differs from the term bail-in(coined in the 2010s) 
under which the bondholders and/or depositors of global systemically important 
financial institutions (G-SIFIs) are forced to participate in the process, but taxpayers 
supposedly are not. Some governments have the power to participate in the insolvency 
process: for instance, the U.S. government intervened in the General Motors bailout of 
2009-2013. 


A bailout could be completed for mere profit, as when a predatory investor resurrects 
a floundering company by buying its shares at fire-sale prices; for social 
improvement, as when, hypothetically speaking, a wealthy philanthropist reinvents an 
unprofitable fast food company into a non-profit food distribution network; or the 
bailout of a company might be seen as a necessity in order to prevent greater, 
socioeconomic failures: For example, the U.S. government assumes transportation to 
be the backbone of America's general economic fluency, which maintains the nation's 
geopolitical power. As such, it is the policy of the U.S. government to protect the 
biggest American companies responsible for transportation (airliners, petrol 
companies, etc.) from failure through subsidies and low-interest loans. These 
companies, among others, are deemed "too big to fail" because their goods and 
services are considered by the government to be constant universal necessities in 
maintaining the nation's welfare and often, indirectly, its security. 


Emergency-type government bailouts can be controversial. Debates raged in 2008 
over if and how to bail out the failing auto industry in the United States. Those against 
it, like pro-free market radio personality Hugh Hewitt, saw this bailout as an 
unacceptable buck passing to taxpayers. He denounced any bailout for the Big Three, 
arguing that mismanagement caused the companies to fail, and they now deserve to be 
dismantled organically by the free-market forces so that entrepreneurs may arise from 
the ashes; that the bailout signals lower business standards for giant companies by 
incentivizing risk, creating moral hazard through the assurance of safety nets (that 
others will pay for) that ought not be, but unfortunately are, considered in business 
equations; and that a bailout promotes centralized bureaucracy by allowing 
government powers to choose the terms of the bailout. 
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Others, such as economist Jeffrey Sachs have characterized this particular bailout as a 
necessary evil and have argued that the probable incompetence in management of the 
car companies is an insufficient reason to let them fail completely and risk disturbing 
the (current) delicate economic state of the United States, since up to three million 
jobs rest on the solvency of the Big Three and things are bleak enough as it is. 


Furthermore, government bailouts are criticized as corporate welfare, which 
encourages corporate irresponsibility by allowing moral hazard. 


Governments around the world have bailed out their nations' businesses with some 
frequency since the early 20th century. In general, the needs of the entity/entities 
bailed out are subordinate to the needs of the state. 


This bail-in tool was first brought to global attention in Cyprus, as discussed below, 
but had been discussed theoretically since at least 2010. The resolution of globally 
significant banking institutions (GSIFIs) was a topic of a joint paper by the Federal 
Reserve and the Bank of England in 2012. 


The Financial Stability Board (FSB) published in October 2011 a guideline document 
entitled "Key Attributes of Effective Resolution Regimes for Financial Institutions" 
which deals with the current bailout regime. The scope of this planned bail-in regime 
for participating countries is not just limited to large domestic banks. In addition to 
these "systemically significant or critical" financial institutions, the scope also applies 
to two further categories of institutions, a) Global SIFIs, in other words, cross-border 
banks which happen to be incorporated domestically in a country that is implementing 
the bail-in regime, and b) "Financial Market Infrastructures (FMIs)", such as clearing 
houses. The inclusion of FMIs in potential bail-ins is in itself a major departure. The 
FSB defines these market infrastructures to include multilateral securities and 
derivatives clearing and settlement systems, and a whole host of exchange and 
transaction systems, such as payment systems, central securities depositories, and 
trade depositories. This would mean that an unsecured creditor claim to, for example, 
a Clearing house institution, or to a stock exchange, could in theory be affected if such 
an institution needed to be bailed-in. The inclusion of FMIs means that large parts of 
the global financial system is susceptible to bail-in and could potentially be bailed-in. 


Outgoing Deputy Director of the Bank of England Paul Tucker chose to open his 
academic career at Harvard with an October 2013 address in Washington to 

the Institute of International Finance in which he suggested that U.S. banks and other 
institutions were now no longer to be deemed too big to fail and henceforward would 
be bailed-in. The EU financial community symposium on the "Future of Banking in 
Europe" (December 2013) was attended by Irish Finance Minister Michael Noonan, 
who proposed a bail-in scheme in light of the banking union that was under discussion 


104 


at the event. Deputy BoE Director Jon Cunliffe suggested in a March 2014 speech 

at Chatham House that the domestic banks were too big to fail (TBTF), and instead of 
the nationalisation process used in the case of HBOS, RBS and threatened 

for Barclays (all in late 2008), could henceforth be bailed-in. 


Economist Graeme Archer noticed in March 2014 that no personal punishment (such 
as dismissal or incarceration) is required under the latest regulations, and that 
therefore corrective action is unlikely. 


The Dodd-Frank Act Title II now legislates bailout procedures for the United 

States. A January 2012 the Federal Deposit Insurance Corporation Office of Complex 
Financial Institutions slide presentation covers the resolution strategy. The FDIC has 
drawn attention to the problem of post-bailout governance, and did suggest that a new 
CEO and Board of Directors were to be installed under 

FDIC receivership guidance, but as of January 2012 had yet to resolve the issues. In 
any case, U.S. legislation only applies to domestic organisations. Title II is aimed at 
protecting the financial stability of the American economy, forcing shareholders and 
creditors to bear the losses of the failed financial company, "removing management 
that was responsible for the financial condition of the company", and ensuring that 
payout to claimants is at least as much as the claimants would have received under a 
bankruptcy liquidation. Claims are paid in the following order: 


Administrative costs; 

The government; 

Wages, salaries, or commissions of employees; 

Contributions to employee benefit plans; 

Any other general or senior liability of the company; 

Any junior obligation; 

Salaries of executives and directors of the company; and 

Obligations to shareholders, members, general partners, and other equity 
holders. 
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The Canadian government clarified its rules for bail-ins in the "Economic Action Plan 
2013", at page 144-5. This is "to reduce the risk for taxpayers". 


The Eurogroup proposed on 27 June 2013 that after 2018 bank shareholders will be 
first in line for assuming the losses of a failed bank before bondholders and certain 
large depositors. Insured deposits under £85,000 (€100,000) are exempt and, with 
specific exemptions, uninsured deposits of individuals and small companies are given 
preferred status in the bail-in pecking order for taking losses. This agreement 
formalised the practice seen earlier in Cyprus. Under this proposal, all unsecured 
bondholders must be hit for losses before a bank can eligible to receive capital 
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injections directly from the European Stability Mechanism. A tool known as 

the Single Resolution Mechanism, which was agreed amongst Eurogroup members on 
20 March 2014, is part of an EU effort to prevent future financial crises by pooling 
responsibility for euro-area banks, a project known as banking union. In a first step, 
the ECB will fully assume supervision of the 18-nation currency bloc's lenders in 
November 2014. The deal needed formal approval by the European Parliament and by 
national governments. The resolution fund was to be paid for by the banks 
themselves, and will gradually merge national resolution funds into a common 
European one until it hits its €55 billion target funding level. See the EC FAQ on the 
SRM. The legislative item was split into three initiatives by Internal Market and 
Services Commissioner Michel Barnier: BRRD, DGS and SRM. 


The difference between a bailout and a bail-in was first realised by the events of 

the 2012-2013 Cypriot financial crisis. Two Cypriot banks were exposed to 

a haircut of upwards of 50% in 2011 during the Greek government-debt crisis, leading 
to fears of a collapse of the Cypriot banks. Rumours circulated for a time, then in 
early 2013 matters came to a head. On 25 March 2013, a €10 billion bailout was 
announced by the Troika — a loose coalition of the European Union, European 
Central Bank and International Monetary Fund — in return for Cyprus agreeing to 
close its second largest bank, the Cyprus Popular Bank (also known as Laiki Bank). 
The Cypriots had to agree to levy all uninsured deposits there, and possibly around 
40% of uninsured deposits in the Bank of Cyprus (the island's largest commercial 
bank). No insured deposit of €100k or less was to be affected. The levy of deposits 
that exceeded €100k was termed a "bail-in", to differentiate it from a bailout because 
of the depositor fund levy. The Bank of Cyprus executed the depositor bail-in on 28 
April 2013. 


From the many bailouts over the course of the 20th century, certain principles and 
lessons have emerged that are consistent: 


e Central banks provide loans to help the system cope with liquidity concerns, 
where banks are unable or unwilling to provide loans to businesses or 
individuals. Lending into illiquidity, but not insolvency, was articulated at least 
as early as 1873, in Lombard Street, A Description of the Money 
Market, by Walter Bagehot. 

e Let insolvent institutions (those with insufficient funds to pay their short-term 
obligations or those with more debt than assets) fail in an orderly way. 

e Understand the true financial position of key financial institutions, 
through audits or other means. Ensure the extent of losses and quality of assets 
are known and reported by the institutions. 
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e Banks that are deemed healthy enough (or important enough) to survive require 
recapitalization, which involves the government providing funds to the bank in 
exchange for preferred stock, which receives a cash dividend over time. 

e If taking over an institution due to insolvency, take effective control through 
the board or new management, cancel the common stock equity (existing 
shareholders lose their investment) but protect the debt holders and suppliers. 

e Government should take an ownership (equity or stock) interest to the extent 
taxpayer assistance is provided, so that taxpayers can benefit later. In other 
words, the government becomes the owner and can later obtain funds by 
issuing new common stock shares to the public when the nationalized 
institution is later privatized. 

e A special government entity is created to administer the program, such as 
the Resolution Trust Corporation. 

e Prohibit dividend payments to ensure taxpayer money are used for loans and 
strengthening the bank, rather than payments to investors. 

e Interest rate cuts to lower lending rates and stimulate the economy. 


Reasons against bailouts 


e Signals lower business standards for giant companies by incentivizing risk 

e Creates moral hazard through the assurance of safety nets 

e Promotes centralized bureaucracy by allowing government powers to choose 
the terms of the bailout 


Paul Volcker, chairman of Barack Obama's White House Economic Recovery 
Advisory Board, said that bailouts create moral hazard: they signal to the firms that 
they can take reckless risks, and if the risks are realized, taxpayers pay the losses, also 
in the future. "The danger is the spread of moral hazard could make the next crisis 
much bigger". 


On November 24, 2008, American Republican Congressman Ron Paul (R—-TX) wrote, 
"In bailing out failing companies, they are confiscating money from productive 
members of the economy and giving it to failing ones. By sustaining companies with 
obsolete or unsustainable business models, the government prevents their resources 
from being liquidated and made available to other companies that can put them to 
better, more productive use. An essential element of a healthy free market, is that both 
success and failure must be permitted to happen when they are earned. But instead 
with a bailout, the rewards are reversed — the proceeds from successful entities are 
given to failing ones. How this is supposed to be good for our economy is beyond 
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me.... It won’t work. It can’t work.... It is obvious to most Americans that we need to 
reject corporate cronyism, and allow the natural regulations and incentives of the free 
market to pick the winners and losers in our economy, not the whims of bureaucrats 
and politicians." 


While the Irish banking crisis of 2008 isn’t much different from other banking crisis, 
it was unique in that it was the first banking crisis in a country that was a member of 
the Eurozone. Because of this the Irish government and central bank faced unique 
constraints when the crisis struck. 


Irish banks suffered substantial share price falls due to a lack of liquidity in finance 
available to them on the international financial markets. Currently solvency is being 
revealed as the most serious concern as doubtful loans to property developers, still 
undeclared in bad debt provisions, come into focus. 


During 1991—1992, a housing bubble in Sweden deflated, resulting in a severe credit 
crunch and widespread bank insolvency. The causes were similar to those of 

the subprime mortgage crisis of 2007—2008. In response, the government took the 
following actions: 


e Sweden's government assumed bad bank debts, but banks had to write down 
losses and issue an ownership interest (common stock) to the 
government. Shareholders were typically wiped out, but bondholders were 
protected. 

e When distressed assets were later sold, the profits flowed to taxpayers, and the 
government was able to recoup more money later by selling its shares in the 
companies in public offerings. 

e The government announced the state would guarantee all bank 
deposits and creditors of the nation's 114 banks. 

e Sweden formed a new agency to supervise institutions that needed 
recapitalization, and another that sold off the assets, mainly real estate, that the 
banks held as collateral. 


This bailout initially cost about 4% of Sweden's GDP, later lowered to between 0—2% 
of GDP depending on various assumptions due to the value of stock later sold when 
the nationalized banks were privatized. 
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Business cycle 


The business cycle, also known as the economic cycle or trade cycle, is the downward 
and upward movement of gross domestic product (GDP) around its long-term growth 
trend. The length of a business cycle is the period of time containing a single boom 
and contraction in sequence. These fluctuations typically involve shifts over time 
between periods of relatively rapid economic growth (expansions or booms), and 
periods of relative stagnation or decline (contractions or recessions). 


Business cycles are usually measured by considering the growth rate of real gross 
domestic product. Despite the often-applied term cycles, these fluctuations in 
economic activity do not exhibit uniform or predictable periodicity. 


The common or popular usage boom-and-bust cycle refers to fluctuations in which the 
expansion is rapid and the contraction severe. 


The first systematic exposition of periodic economic crises, in opposition to the 
existing theory of economic equilibrium, was the 1819 Nouveaux Principes 
d'économie politique by Jean Charles Léonard de Sismondi. Prior to that 

point classical economics had either denied the existence of business cycles, blamed 
them on external factors, notably war, or only studied the long term. Sismondi found 
vindication in the Panic of 1825, which was the first unarguably international 
economic crisis, occurring in peacetime. 


Sismondi and his contemporary Robert Owen, who expressed similar but less 
systematic thoughts in 1817 Report to the Committee of the Association for the Relief 
of the Manufacturing Poor, both identified the cause of economic cycles 

as Overproduction and underconsumption, caused in particular by wealth inequality. 
They advocated government intervention and socialism, respectively, as the solution. 
This work did not generate interest among classical economists, though 
underconsumption theory developed as a heterodox branch in economics until being 
systematized in Keynesian economics in the 1930s. 


Sismondi's theory of periodic crises was developed into a theory of 

alternating cycles by Charles Dunoyer, and similar theories, showing signs of 
influence by Sismondi, were developed by Johann Karl Rodbertus. Periodic crises in 
capitalism formed the basis of the theory of Karl Marx, who further claimed that these 
crises were increasing in severity and, on the basis of which, he predicted 

a communist revolution. Though only passing references in Das Kapital(1867) refer 
to crises, they were extensively discussed in Marx's posthumously published books, 
particularly in Theories of Surplus Value. In Progress and Poverty (1879), Henry 
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George focused on land's role in crises — particularly land speculation — and proposed 
a single tax on land as a solution. 


In 1860 French economist Clement Juglar first identified economic cycles 7 to 11 
years long, although he cautiously did not claim any rigid regularity. Later 
economist Joseph Schumpeter (1883—1950) argued that a Juglar cycle has four stages: 


A BON Re 


. expansion (increase in production and prices, low interest-rates) 

. crisis (stock exchanges crash and multiple bankruptcies of firms occur) 

. recession (drops in prices and in output, high interest-rates) 

. recovery (stocks recover because of the fall in prices and incomes) 

. There were great increases in productivity, industrial production and real per 


capita product throughout the period from 1870 to 1890 that included the Long 
Depression and two other recessions. There were also significant increases in 
productivity in the years leading up to the Great Depression. Both the Long and 
Great Depressions were characterized by overcapacity and market saturation. 


. Over the period since the Industrial Revolution, technological progress has had 


a much larger effect on the economy than any fluctuations in credit or debt, the 
primary exception being the Great Depression, which caused a multi-year steep 
economic decline. The effect of technological progress can be seen by the 
purchasing power of an average hour's work, which has grown from $3 in 1900 
to $22 in 1990, measured in 2010 dollars. There were similar increases in real 
wages during the 19th century. A table of innovations and long cycles can be 
seen at: Kondratiev wave#Modern modifications of Kondratiev theory 


. There were frequent crises in Europe and America in the 19th and first half of 


the 20th century, specifically the period 1815-1939. This period started from 
the end of the Napoleonic wars in 1815, which was immediately followed by 
the Post-Napoleonic depression in the United Kingdom (1815-30), and 
culminated in the Great Depression of 1929-39, which led into World War II. 
See Financial crisis: 19th century for listing and details. The first of these crises 
not associated with a war was the Panic of 1825. 


. Business cycles in OECD countries after World War II were generally more 


restrained than the earlier business cycles. This was particularly true during 
the Golden Age of Capitalism (1945/50—1970s), and the period 1945—2008 did 
not experience a global downturn until the Late-2000s recession. Economic 
stabilization policy using fiscal policy and monetary policy appeared to have 
dampened the worst excesses of business cycles, and automatic 

stabilization due to the aspects of the government's budget also helped mitigate 
the cycle even without conscious action by policy-makers. 


. In this period, the economic cycle — at least the problem of depressions — was 


twice declared dead. The first declaration was in the late 1960s, when 
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the Phillips curve was seen as being able to steer the economy. However, this 
was followed by stagflation in the 1970s, which discredited the theory. The 
second declaration was in the early 2000s, following the stability and growth in 
the 1980s and 1990s in what came to be known as The Great Moderation. 
Notably, in 2003, Robert Lucas, in his presidential address to the American 
Economic Association, declared that the "central problem of depression- 
prevention [has] been solved, for all practical purposes." Unfortunately, this 
was followed by the 2008-2012 global recession. 

10. Various regions have experienced prolonged depressions, most dramatically the 
economic crisis in former Eastern Bloc countries following the end of 
the Soviet Union in 1991. For several of these countries the period 1989-2010 
has been an ongoing depression, with real income still lower than in 1989 This 
has been attributed not to a cyclical pattern, but to a mismanaged transition 
from command economies to market economies. 

11.The explanation of fluctuations in aggregate economic activity is one of the 
primary concerns of macroeconomics. The main framework for explaining such 
fluctuations is Keynesian economics. In the Keynesian view, business cycles 
reflect the possibility that the economy may reach short-run equilibrium at 
levels below or above full employment. If the economy is operating with less 
than full employment, 1.e., with high unemployment, Keynesian theory states 
that monetary policy and fiscal policy can have a positive role to play in 
smoothing the fluctuations of the business cycle. 

12. Beside the Keynesian explanation there are a number of alternative theories of 
business cycles, largely associated with particular schools or theorists 
in heterodox economics. A common alternative within mainstream 
economics is real business cycle theory. Nowadays other notable theories are 
credit-based explanations such as debt deflation and the financial instability 
hypothesis. The latter two gained interest for being able to explain the subprime 
mortgage crisis and financial crises. 

13. Within mainstream economics, the debate over external (exogenous) versus 
internal (endogenous) being the causes of the economic cycles, with the 
classical school (now neo-classical) arguing for exogenous causes and 
the underconsumptionist (now Keynesian) school arguing for endogenous 
causes. These may also broadly be classed as "supply-side" and "demand-side" 
explanations: supply-side explanations may be styled, following Say's law, as 
arguing that "supply creates its own demand", while demand-side explanations 
argue that effective demand may fall short of supply, yielding a recession or 
depression. 

14.This debate has important policy consequences: proponents of exogenous 
causes of crises such as neoclassicals largely argue for minimal government 
policy or regulation (laissez faire), as absent these external shocks, the market 
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functions, while proponents of endogenous causes of crises such as Keynesians 
largely argue for larger government policy and regulation, as absent regulation, 
the market will move from crisis to crisis. This division is not absolute — some 
classicals (including Say) argued for government policy to mitigate the damage 
of economic cycles, despite believing in external causes, while Austrian 
School economists argue against government involvement as only worsening 
crises, despite believing in internal causes. 

15.The view of the economic cycle as caused exogenously dates to Say's law, and 
much debate on endogeneity or exogeneity of causes of the economic cycle is 
framed in terms of refuting or supporting Say's law; this is also referred to as 
the "general glut" (supply in relation to demand) debate. 

16. Until the Keynesian revolution in mainstream economics in the wake of 
the Great Depression, classical and neoclassical explanations (exogenous 
causes) were the mainstream explanation of economic cycles; following the 
Keynesian revolution, neoclassical macroeconomics was largely rejected. 
There has been some resurgence of neoclassical approaches in the form of real 
business cycle (RBC) theory. The debate between Keynesians and neo-classical 
advocates was reawakened following the recession of 2007. 

17.Mainstream economists working in the neoclassical tradition, as opposed to the 
Keynesian tradition, have usually viewed the departures of the harmonic 
working of the market economy as due to exogenous influences, such as the 
State or its regulations, labor unions, business monopolies, or shocks due to 
technology or natural causes. 

18.Contrarily, in the heterodox tradition of Jean Charles Léonard de 
Sismondi, Clement Juglar, and Marx the recurrent upturns and downturns of 
the market system are an endogenous characteristic of it. 

19.The 19th-century school of underconsumptionism also posited endogenous 
causes for the business cycle, notably the paradox of thrift, and today this 
previously heterodox school has entered the mainstream in the form 
of Keynesian economics via the Keynesian revolution. 

20. According to Keynesian economics, fluctuations in aggregate demand cause the 
economy to come to short run equilibrium at levels that are different from the 
full employment rate of output. These fluctuations express themselves as the 
observed business cycles. Keynesian models do not necessarily imply periodic 
business cycles. However, simple Keynesian models involving the interaction 
of the Keynesian multiplier and accelerator give rise to cyclical responses to 
initial shocks. Paul Samuelson's "oscillator model" is supposed to account for 
business cycles thanks to the multiplier and the accelerator. The amplitude of 
the variations in economic output depends on the level of the investment, for 
investment determines the level of aggregate output (multiplier), and is 
determined by aggregate demand (accelerator). 
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21.In the Keynesian tradition, Richard Goodwin accounts for cycles in output by 
the distribution of income between business profits and workers' wages. The 
fluctuations in wages are almost the same as in the level of employment (wage 
cycle lags one period behind the employment cycle), for when the economy is 
at high employment, workers are able to demand rises in wages, whereas in 
periods of high unemployment, wages tend to fall. According to Goodwin, 
when unemployment and business profits rise, the output rises. 

22.One alternative theory is that the primary cause of economic cycles is due to 
the credit cycle: the net expansion of credit (increase in private credit, 
equivalently debt, as a percentage of GDP) yields economic expansions, while 
the net contraction causes recessions, and if it persists, depressions. In 
particular, the bursting of speculative bubbles is seen as the proximate cause of 
depressions, and this theory places finance and banks at the center of the 
business cycle. 

23.A primary theory in this vein is the debt deflation theory of Irving Fisher, 
which he proposed to explain the Great Depression. A more recent 
complementary theory is the Financial Instability Hypothesis of Hyman 
Minsky, and the credit theory of economic cycles is often associated with Post- 
Keynesian economics such as Steve Keen. 

24.Post-Keynesian economist Hyman Minsky has proposed an explanation of 
cycles founded on fluctuations in credit, interest rates and financial frailty, 
called the Financial Instability Hypothesis. In an expansion period, interest 
rates are low and companies easily borrow money from banks to invest. Banks 
are not reluctant to grant them loans, because expanding economic activity 
allows business increasing cash flows and therefore they will be able to easily 
pay back the loans. This process leads to firms becoming excessively indebted, 
so that they stop investing, and the economy goes into recession. 

25. While credit causes have not been a primary theory of the economic cycle 
within the mainstream, they have gained occasional mention, such as (Eckstein 
& Sinai 1986), cited approvingly by (Summers 1986). 

26.Carlota Perez blames "financial capital" for excess speculation, which she 
claims is likely to occur in the "frenzy" stage of a new technology, such as the 
1998-2000 computer, internet, dot.com mania and bust. Perez also says excess 
speculation is likely to occur in the mature phase of a technological age. 

27.This theory explains the nature and causes of economic cycles from the 
viewpoint of life-cycle of marketable goods. The theory originates from the 
work of Raymond Vernon, who described the development of international 
trade in terms of product life-cycle — a period of time during which the product 
circulates in the market. Vernon stated that some countries specialize in the 
production and export of technologically new products, while others specialize 
in the production of already known products. The most developed countries are 


able to invest large amounts of money in the technological innovations and 
produce new products, thus obtaining a dynamic comparative advantage over 
developing countries. 

28.Recent research by Georgiy Revyakin proves initial Vernon theory and shows 
that economic cycles in developed countries overrun economic cycles in 
developing countries. He also presumes that economic cycles with different 
periodicity can be compared to the products with various life-cycles. In case 
of Kondratiev waves such products correlate with fundamental discoveries 
implemented in production (inventions which form the technological paradigm: 
Richard Arkwright's machines, steam engines, industrial use of electricity, 
computer invention, etc.); Kuznets cycles describe such products as 
infrastructural components (roadways, transport, utilities, etc.); Juglar 
cycles may go in parallel with enterprise fixed capital (equipment, machinery, 
etc.), and Kitchin cycles are characterized by change in the society preferences 
(tastes) for consumer goods, and time, which is necessary to start the 
production. 

29.Simultaneous technological updates by all economic agents (as a result, cycle 
formation) would be determined by highly competitive market conditions: in 
case if a manufacturing technology at an enterprise does not meet the current 
technological environment, — such company loses its competitiveness and 
eventually goes bankrupt. 

30. Another set of models tries to derive the business cycle from political 
decisions. The partisan business cycle suggests that cycles result from the 
successive elections of administrations with different policy regimes. Regime A 
adopts expansionary policies, resulting in growth and inflation, but is voted out 
of office when inflation becomes unacceptably high. The replacement, Regime 
B, adopts contractionary policies reducing inflation and growth, and the 
downwards swing of the cycle. It is voted out of office when unemployment is 
too high, being replaced by Party A. 

31.The political business cycle is an alternative theory stating that when an 
administration of any hue is elected, it initially adopts a contractionary policy 
to reduce inflation and gain a reputation for economic competence. It then 
adopts an expansionary policy in the lead up to the next election, hoping to 
achieve simultaneously low inflation and unemployment on election day. 

32.The political business cycle theory is strongly linked to the name of Michat 
Kalecki who discussed "the reluctance of the 'captains of industry’ to accept 
government intervention in the matter of employment." Persistent full 
employment would mean increasing workers' bargaining power to raise wages 
and to avoid doing unpaid labor, potentially hurting profitability. (He did not 
see this theory as applying under fascism, which would use direct force to 
destroy labor's power.) In recent years, proponents of the "electoral business 
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cycle" theory have argued that incumbent politicians encourage prosperity 
before elections in order to ensure re-election — and make the citizens pay for it 
with recessions afterwards. 

33.For Marx the economy based on production of commodities to be sold in the 
market is intrinsically prone to crisis. In the heterodox Marxian view profit is 
the major engine of the market economy, but business (capital) profitability has 
a tendency to fall that recurrently creates crises, in which mass unemployment 
occurs, businesses fail, remaining capital is centralized and concentrated and 
profitability is recovered. In the long run these crises tend to be more severe 
and the system will eventually fail. 

34.Some Marxist authors such as Rosa Luxemburg viewed the lack of purchasing 
power of workers as a cause of a tendency of supply to be larger than demand, 
creating crisis, in a model that has similarities with the Keynesian one. Indeed, 
a number of modern authors have tried to combine Marx's and Keynes's 
views. Henryk Grossman reviewed the debates and the counteracting 
tendencies and Paul Matticksubsequently emphasized the basic differences 
between the Marxian and the Keynesian perspective: while Keynes saw 
capitalism as a system worth maintaining and susceptible to efficient 
regulation, Marx viewed capitalism as a historically doomed system that cannot 
be put under societal control. 

35.The American mathematician and economist, Richard M. Goodwin formalised 
a Marxist model of business cycles, known as the Goodwin Model in which 
recession was caused by increased bargaining power of workers (a result of 
high employment in boom periods) pushing up the wage share of national 
income, suppressing profits and leading to a breakdown in capital 
accumulation. Later theorists applying variants of the Goodwin model have 
identified both short and long period profit-led growth and distribution cycles 
in the United States, and elsewhere. David Gordon provided a Marxist model of 
long period institutional growth cycles, in an attempt to explain the Kondratiev 
wave. This cycle is due to the periodic breakdown of the 'social structure of 
accumulation’ — a set of institutions which secure and stabilise capital 
accumulation. 

36.Economists of the heterodox Austrian School argue that business cycles are 
caused by excessive issuance of credit by banks in fractional reserve 
banking systems. According to Austrian economists, excessive issuance of 
bank credit may be exacerbated if central bank monetary policy sets interest 
rates too low, and the resulting expansion of the money supply causes a "boom" 
in which resources are misallocated or "malinvested" because of artificially low 
interest rates. Eventually, the boom cannot be sustained and is followed by a 
"bust" in which the malinvestments are liquidated (sold for less than their 
original cost) and the money supply contracts. 
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37.One of the criticisms of the Austrian business cycle theory is based on the 
observation that the United States suffered recurrent economic crises in the 
19th century, notably the Panic of 1873, which occurred prior to the 
establishment of a U.S. central bank in 1913. Adherents of the Austrian School, 
such as the historian Thomas Woods, argue that these earlier financial crises 
were prompted by government and bankers' efforts to expand credit despite 
restraints imposed by the prevailing gold standard, and are thus consistent 
with Austrian Business Cycle Theory. 

38.The Austrian explanation of the business cycle differs significantly from 
the mainstream understanding of business cycles and is generally rejected by 
mainstream economists. Mainstream economists generally do not support 
Austrian school explanations for business cycles, on both theoretical as well as 
real-world empirical grounds. Austrians routinely claim that the boom-and-bust 
business cycle is almost always caused by government intervention into the 
economy, but otherwise is a rare and mild phenomenon. 

39.Many social indicators, such as mental health, crimes, and suicides, worsen 
during economic recessions (though general mortality tends to fall, and it is in 
expansions when it tends to increase). As periods of economic stagnation are 
painful for the many who lose their jobs, there is often political pressure for 
governments to mitigate recessions. Since the 1940s, following the Keynesian 
revolution, most governments of developed nations have seen the mitigation of 
the business cycle as part of the responsibility of government, under the rubric 
of stabilization policy. 

40.Since in the Keynesian view, recessions are caused by inadequate aggregate 
demand, when a recession occurs the government should increase the amount 
of aggregate demand and bring the economy back into equilibrium. This the 
government can do in two ways, firstly by increasing the money supply 
(expansionary monetary policy) and secondly by increasing government 
spending or cutting taxes (expansionary fiscal policy). 

41.By contrast, some economists, notably New classical economist Robert Lucas, 
argue that the welfare cost of business cycles are very small to negligible, and 
that governments should focus on long-term growth instead of stabilization. 

42. However, even according to Keynesian theory, managing economic policy to 
smooth out the cycle is a difficult task in a society with a complex economy. 
Some theorists, notably those who believe in Marxian economics, believe that 
this difficulty is insurmountable. Karl Marx claimed that recurrent business 
cycle crises were an inevitable result of the operations of the capitalistic 
system. In this view, all that the government can do is to change the timing of 
economic crises. The crisis could also show up in a different form, for example 
as severe inflation or a steadily increasing government deficit. Worse, by 


delaying a crisis, government policy is seen as making it more dramatic and 
thus more painful. 

43. Additionally, since the 1960s neoclassical economists have played down the 
ability of Keynesian policies to manage an economy. Since the 1960s, 
economists like Nobel Laureates Milton Friedman and Edmund Phelps have 
made ground in their arguments that inflationary expectations negate 
the Phillips curve in the long run. The stagflation of the 1970s provided striking 
support for their theories while proving a dilemma for Keynesian policies, 
which appeared to necessitate both expansionary policies to mitigate recession 
and contractionary policies to reduce inflation. Friedman has gone so far as to 
argue that all the central bank of a country should do is to avoid making large 
mistakes, as he believes they did by contracting the money supply very rapidly 
in the face of the Wall Street Crash of 1929, in which they made what would 
have been a recession into the Great Depression. 
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Economic bubble 


An economic bubble or asset bubble (sometimes also referred to as a speculative 
bubble, a market bubble, a price bubble, a financial bubble, a speculative mania, or 
a balloon) is trade in an asset at a price or price range that strongly exceeds the 
asset's intrinsic value. It could also be described as a situation in which asset prices 
appear to be based on implausible or inconsistent views about the future. Asset 
bubbles date back as far as the 1600s and are now widely regarded as a recurrent 
feature of modern economic history. Historically, the Dutch Golden 

Age's Tulipmania (in the mid-1630s) is often considered the first recorded economic 
bubble. 


Because it is often difficult to observe intrinsic values in real-life markets, bubbles are 
often conclusively identified only in retrospect, once a sudden drop in prices has 
occurred. Such a drop is known as a crash or a bubble burst. Both the boom and 

the burst phases of the bubble are examples of a positive feedback mechanism, in 
contrast to the negative feedback mechanism that determines the equilibrium 

price under normal market circumstances. Prices in an economic bubble can fluctuate 
erratically, and become impossible to predict from supply and demand alone. 


While some economists deny that bubbles occur, the cause(s) of bubbles remains 
disputed by those who are convinced that asset prices often deviate strongly from 
intrinsic values. Many explanations have been suggested, and research has recently 
shown that bubbles may appear even without uncertainty, speculation, or bounded 
rationality, in which case they can be called non-speculative bubbles or sunspot 
equilibria. In such cases, the bubbles may be argued to be rational, where investors at 
every point are fully compensated for the possibility that the bubble might collapse by 
higher returns. These approaches require that the timing of the bubble collapse can 
only be forecast probabilistically and the bubble process is often modelled using a 
Markov switching model. Similar explanations suggest that bubbles might ultimately 
be caused by processes of price coordination. 


More recent theories of asset bubble formation suggest that these events are 
sociologically driven. For instance, explanations have focused on emerging social 
norms and the role that culturally-situated stories or narratives play in these events. 


The term "bubble", in reference to financial crisis, originated in the 1711—1720 
British South Sea Bubble, and originally referred to the companies themselves, and 
their inflated stock, rather than to the crisis itself. This was one of the earliest modern 
financial crises; other episodes were referred to as "manias", as in the Dutch tulip 
mania. The metaphor indicated that the prices of the stock were inflated and fragile — 
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expanded based on nothing but air, and vulnerable to a sudden burst, as in fact 
occurred. 


Some later commentators have extended the metaphor to emphasize the suddenness, 
suggesting that economic bubbles end "All at once, and nothing first, / Just as bubbles 
do when they burst," though theories of financial crises such as debt-deflation and 

the Financial Instability Hypothesis suggest instead that bubbles 

burst progressively, with the most vulnerable (most highly-leveraged) assets failing 
first, and then the collapse spreading throughout the economy. 


The impact of economic bubbles is debated within and between schools of economic 
thought; they are not generally considered beneficial, but it is debated how harmful 
their formation and bursting is. 


Within mainstream economics, many believe that bubbles cannot be identified in 
advance, cannot be prevented from forming, that attempts to "prick" the bubble may 
cause financial crisis, and that instead authorities should wait for bubbles to burst of 
their own accord, dealing with the aftermath via monetary policy and fiscal policy. 


Political economist Robert E. Wright argues that bubbles can be identified before the 
fact with high confidence. 


In addition, the crash which usually follows an economic bubble can destroy a large 
amount of wealth and cause continuing economic malaise; this view is particularly 
associated with the debt-deflationtheory of Irving Fisher, and elaborated within Post- 
Keynesian economics. 


A protracted period of low risk premiums can simply prolong the downturn in asset 
price deflation as was the case of the Great Depression in the 1930s for much of the 
world and the 1990s for Japan. Not only can the aftermath of a crash devastate the 
economy of a nation, but its effects can also reverberate beyond its borders. 


Another important aspect of economic bubbles is their impact on spending habits. 
Market participants with overvalued assets tend to spend more because they "feel" 
richer (the wealth effect). Many observers quote the housing market in the United 
Kingdom, Australia, New Zealand, Spain and parts of the United States in recent 
times, as an example of this effect. When the bubble inevitably bursts, those who hold 
on to these overvalued assets usually experience a feeling of reduced wealth and tend 
to cut discretionary spending at the same time, hindering economic growth or, worse, 
exacerbating the economic slowdown. 
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In an economy with a central bank, the bank may therefore attempt to keep an eye on 
asset price appreciation and take measures to curb high levels of speculative activity 
in financial assets. This is usually done by increasing the interest rate (that is, the cost 
of borrowing money). (Historically, this is not the only approach taken by central 
banks. It has been argued that they should stay out of it and let the bubble, if it is one, 
take its course.) 


In the 1970s, excess monetary expansion after the U.S. came off the gold 

standard (August 1971) created massive commodities bubbles. These bubbles only 
ended when the U.S. Central Bank (Federal Reserve) finally reined in the excess 
money, raising federal funds interest rates to over 14%. The commodities bubble 
popped and prices of oil and gold, for instance, came down to their proper levels. 
Similarly, low interest rate policies by the U.S. Federal Reserve in the 2001—2004 are 
believed to have exacerbated housing and commodities bubbles. The housing bubble 
popped as subprime mortgages began to default at much higher rates than expected, 
which also coincided with the rising of the fed funds rate. 


It has also been variously suggested that bubbles may be rational, intrinsic, and 
contagious. To date, there is no widely accepted theory to explain their 
occurrence. Recent computer-generated agency models suggest excessive leverage 
could be a key factor in causing financial bubbles. 


Puzzlingly for some, bubbles occur even in highly predictable experimental markets, 
where uncertainty is eliminated and market participants should be able to calculate the 
intrinsic value of the assets simply by examining the expected stream of 

dividends. Nevertheless, bubbles have been observed repeatedly in experimental 
markets, even with participants such as business students, managers, and professional 
traders. Experimental bubbles have proven robust to a variety of conditions, including 
short-selling, margin buying, and insider trading. 


While there is no clear agreement on what causes bubbles, there is evidence to 
suggest that they are not caused by bounded rationality or assumptions about the 
irrationality of others, as assumed by greater fool theory. It has also been shown that 
bubbles appear even when market participants are well-capable of pricing assets 
correctly. Further, it has been shown that bubbles appear even when speculation is not 
possible or when over-confidence is absent. 


More recent theories of asset bubble formation suggest that they are likely 
sociologically-driven events, thus explanations that merely involve fundamental 
factors or snippets of human behavior are incomplete at best. For instance, qualitative 
researchers Preston Teeter and Jorgen Sandberg argue that market speculation is 
driven by culturally-situated narratives that are deeply embedded in and supported by 
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the prevailing institutions of the time. They cite factors such as bubbles forming 
during periods of innovation, easy credit, loose regulations, and internationalized 
investment as reasons why narratives play such an influential role in the growth of 
asset bubbles. 


One possible cause of bubbles is excessive monetary liquidity in the financial system, 
inducing lax or inappropriate lending standards by the banks, which makes markets 
vulnerable to volatile asset price inflation caused by short-term, leveraged 
speculation. For example, Axel A. Weber, the former president of the Deutsche 
Bundesbank, has argued that "The past has shown that an overly generous provision 
of liquidity in global financial markets in connection with a very low level of interest 
rates promotes the formation of asset-price bubbles." 


According to the explanation, excessive monetary liquidity (easy credit, large 
disposable incomes) potentially occurs while fractional reserve banks are 
implementing expansionary monetary policy (i.e. lowering of interest rates and 
flushing the financial system with money supply); this explanation may differ in 
certain details according to economic philosophy. Those who believe the money 
supply is controlled exogenously by a central bank may attribute an ‘expansionary 
monetary policy’ to said bank and (should one exist) a governing body or institution; 
others who believe that the money supply is created endogenously by the banking 
sector may attribute such a 'policy' with the behavior of the financial sector itself, and 
view the state as a passive or reactive factor. This may determine how central or 
relatively minor/inconsequential policies like fractional reserve banking and the 
central bank's efforts to raise or lower short-term interest rates are to one's view on the 
creation, inflation and ultimate implosion of an economic bubble. Explanations 
focusing on interest rates tend to take on a common form, however: When interest 
rates are set excessively low, (regardless of the mechanism by which it is 
accomplished) investors tend to avoid putting their capital into savings accounts. 
Instead, investors tend to leverage their capital by borrowing from banks and invest 
the leveraged capital in financial assets such as stocks and real estate. Risky leveraged 
behavior like speculation and Ponzi schemes can lead to an increasingly fragile 
economy, and may also be part of what pushes asset prices artificially upward until 
the bubble pops. 


Simply put, economic bubbles often occur when too much money is chasing too few 
assets, causing both good assets and bad assets to appreciate excessively beyond their 
fundamentals to an unsustainable level. Once the bubble bursts, the fall in prices 
causes the collapse of unsustainable investment schemes (especially speculative 
and/or Ponzi investments, but not exclusively so), which leads to a crisis of consumer 
(and investor) confidence that may result in a financial panic and/or financial crisis; if 
there is monetary authority like a central bank, it may be forced to take a number of 
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measures in order to soak up the liquidity in the financial system or risk a collapse of 
its currency. This may involve actions like bailouts of the financial system, but also 
others that reverse the trend of monetary accommodation, commonly termed forms of 
‘contractionary monetary policy’. 


Some of these measures may include raising interest rates, which tends to make 
investors become more risk averse and thus avoid leveraged capital because the costs 
of borrowing may become too expensive; others may include certain countermeasures 
that may be taken pre-emptively during periods of strong economic growth include 
having the central monetary authority increase capital reserve requirements and 
attempting to implement regulation that checks and/or prevents processes leading to 
over-expansion and excessive leveraging of debt. Ideally, such countermeasures 
lessen the impact of a downturn by strengthening financial institutions while the 
economy is strong. 


Advocates of perspectives stressing the role of credit money in an economy often 
refer to (such) bubbles as "credit bubbles," and look at such measures of financial 
leverage as debt to GDP ratios to identify bubbles. Typically the collapse of any 
economic bubble results in an economic contraction termed (if less severe) a recession 
or (if more severe) a depression; what economic policies to follow in reaction to such 
a contraction is a hotly debated perennial topic of political economy. 


The importance of liquidity was derived in a mathematical setting and in an 
experimental setting . 


Greater fool theory states that bubbles are driven by the behavior of perennially 
optimistic market participants (the fools) who buy overvalued assets in anticipation of 
selling it to other speculators (the greater fools) at a much higher price. According to 
this explanation, the bubbles continue as long as the fools can find greater fools to pay 
up for the overvalued asset. The bubbles will end only when the greater fool becomes 
the greatest fool who pays the top price for the overvalued asset and can no longer 
find another buyer to pay for it at a higher price. This theory is popular among laity 
but has not yet been fully confirmed by empirical research. 


Extrapolation is projecting historical data into the future on the same basis; if prices 
have risen at a certain rate in the past, they will continue to rise at that rate forever. 
The argument is that investors tend to extrapolate past extraordinary returns on 
investment of certain assets into the future, causing them to overbid those risky assets 
in order to attempt to continue to capture those same rates of return. 


Overbidding on certain assets will at some point result in uneconomic rates of return 
for investors; only then the asset price deflation will begin. When investors feel that 
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they are no longer well compensated for holding those risky assets, they will start to 
demand higher rates of return on their investments. 


Another related explanation used in behavioral finance lies in herd behavior, the fact 
that investors tend to buy or sell in the direction of the market trend. This is 
sometimes helped by technical analysisthat tries precisely to detect those trends and 
follow them, which creates a self-fulfilling prophecy. 


Investment managers, such as stock mutual fund managers, are compensated and 
retained in part due to their performance relative to peers. Taking a conservative or 
contrarian position as a bubble builds results in performance unfavorable to peers. 
This may cause customers to go elsewhere and can affect the investment manager's 
own employment or compensation. The typical short-term focus of U.S. equity 
markets exacerbates the risk for investment managers that do not participate during 
the building phase of a bubble, particularly one that builds over a longer period of 
time. In attempting to maximize returns for clients and maintain their employment, 
they may rationally participate in a bubble they believe to be forming, as the risks of 
not doing so outweigh the benefits. 


Moral hazard is the prospect that a party insulated from risk may behave differently 
from the way it would behave if it were fully exposed to the risk. A person's belief 
that they are responsible for the consequences of their own actions is an essential 
aspect of rational behavior. An investor must balance the possibility of making a 
return on their investment with the risk of making a loss — the risk-returnrelationship. 
A moral hazard can occur when this relationship is interfered with, often 

via government policy. 


A recent example is the Troubled Asset Relief Program (TARP), signed into law by 
U.S. President George W. Bush on 3 October 2008 to provide a Government bailout 
for many financial and non-financial institutions who speculated in high-risk financial 
instruments during the housing boom condemned by a 2005 story in The 

Economist titled "The worldwide rise in house prices is the biggest bubble in 
history".A historical example was intervention by the Dutch Parliament during the 
great Tulip Mania of 1637. 


Other causes of perceived insulation from risk may derive from a given entity's 
predominance in a market relative to other players, and not from state intervention or 
market regulation. A firm — or several large firms acting in concert— with very large 
holdings and capital reserves could instigate a market bubble by investing heavily in a 
given asset, creating a relative scarcity which drives up that asset's price. Because of 
the signaling power of the large firm or group of colluding firms, the firm's smaller 
competitors will follow suit, similarly investing in the asset due to its price gains. 
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However, in relation to the party instigating the bubble, these smaller competitors are 
insufficiently leveraged to withstand a similarly rapid decline in the asset’s price. 
When the large firm, cartel or de factocollusive body perceives a maximal peak has 
been reached in the traded asset's price, it can then proceed to rapidly sell or "dump" 
its holdings of this asset on the market, precipitating a price decline that forces its 
competitors into insolvency, bankruptcy or foreclosure. 


The large firm or cartel — which has intentionally leveraged itself to withstand the 
price decline it engineered — can then acquire the capital of its failing or devalued 
competitors at a low price as well as capture a greater market share (e.g., via a merger 
or acquisition which expands the dominant firm's distribution chain). If the bubble- 
instigating party is itself a lending institution, it can combine its knowledge of its 
borrowers’ leveraging positions with publicly available information on their stock 
holdings, and strategically shield or expose them to default. 


Some regard bubbles as related to inflation and thus believe that the causes of 
inflation are also the causes of bubbles. Others take the view that there is a 
"fundamental value" to an asset, and that bubbles represent a rise over that 
fundamental value, which must eventually return to that fundamental value. There are 
chaotic theories of bubbles which assert that bubbles come from particular "critical" 
states in the market based on the communication of economic factors. Finally, others 
regard bubbles as necessary consequences of irrationally valuing assets solely based 
upon their returns in the recent past without resorting to a rigorous analysis based on 
their underlying "fundamentals". 


Bubbles in financial markets have been studied not only through historical evidence, 
but also through experiments, mathematical and statistical works. Smith, Suchanek 
and Williams designed a set of experiments in which an asset that gave a dividend 
with expected value 24 cents at the end of each of 15 periods (and were subsequently 
worthless) was traded through a computer network. Classical economics would 
predict that the asset would start trading near $3.60 (15 times $0.24) and decline by 24 
cents each period. They found instead that prices started well below this fundamental 
value and rose far above the expected return in dividends. The bubble subsequently 
crashed before the end of the experiment. This laboratory bubble has been repeated 
hundreds of times in many economics laboratories in the world, with similar results. 


The existence of bubbles and crashes in such a simple context was unsettling for the 
economics community that tried to resolve the paradox on various features of the 
experiments. To address these issues Porter and Smith and others performed a series 
of experiments in which short selling, margin trading, professional traders all led to 
bubbles a fortiori. 
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Much of the puzzle has been resolved through mathematical modeling and additional 
experiments. In particular, starting in 1989, Gunduz Caginalp and collaborators 
modeled the trading with two concepts that are generally missing in classical 
economics and finance. First, they assumed that supply and demand of an asset 
depended not only on valuation, but on factors such as the price trend. Second, they 
assumed that the available cash and asset are finite (as they are in the laboratory). This 
is contrary to the “infinite arbitrage” that is generally assumed to exist, and to 
eliminate deviations from fundamental value. Utilizing these assumptions together 
with differential equations, they predicted the following: (a) The bubble would be 
larger if there was initial undervaluation. Initially, “value-based” traders would buy 
the undervalued asset creating an uptrend, which would then attract the “momentum” 
traders and a bubble would be created. (b) When the initial ratio of cash to asset value 
in a given experiment was increased, they predicted that the bubble would be larger. 


An epistemological difference between most microeconomic modeling and these 
works is that the latter offer an opportunity to test implications of their theory in a 
quantitative manner. This opens up the possibility of comparison between 
experiments and world markets. 


These predictions were confirmed in experiments that showed the importance of 
“excess cash” (also called liquidity, though this term has other meanings), and trend- 
based investing in creating bubbles. When price collars were used to keep prices low 
in the initial time periods, the bubble became larger. In experiments in which L= (total 
cash)/(total initial value of asset) were doubled, the price at the peak of the bubble 
nearly doubled. This provided valuable evidence for the argument that “cheap money 
fuels markets.” 


Caginalp's asset flow differential equations provide a link between the laboratory 
experiments and world market data. Since the parameters can be calibrated with either 
market, one can compare the lab data with the world market data. 


The asset flow equations stipulate that price trend is a factor in the supply and demand 
for an asset that is a key ingredient in the formation of a bubble. While many studies 
of market data have shown a rather minimal trend effect, the work of Caginalp and 
DeSantis on large scale data adjusts for changes in valuation, thereby illuminating a 
strong role for trend, and providing the empirical justification for the modeling. 


The asset flow equations have been used to study the formation of bubbles from a 
different standpoint in where it was shown that a stable equilibrium could become 
unstable with the influx of additional cash or the change to a shorter time scale on the 
part of the momentum investors. Thus a stable equilibrium could be pushed into an 
unstable one, leading to a trajectory in price that exhibits a large “excursion” from 
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either the initial stable point or the final stable point. This phenomenon on a short time 
scale may be the explanation for flash crashes. 


Examples of asset bubbles 


e Tipper and See-Saw Time (1621) 

e Tulip mania (Holland) (1634-1637) 

e South Sea Company (British) (1720) 

e Mississippi Company (France) (1720) 

e Canal Mania (UK) (1790s-1810s) 

e Panic of 1819 (US) (1815-1818) Prices of US land in the south and west, cotton 
(US main export at the time), wheat, corn and tobacco grew into a bubble 
following the end of the Napoleonic Wars in 1815 as the European economy 
was beginning to recover from wars and demand was high for agricultural 
goods from America. The Second Bank of the US called in loans for specie 
beginning in August 1818 popped the speculative land bubble. Prices of 
agricultural commodities declined by almost -50% during 1819-1821 post 
bubble. A credit contraction caused by a financial crisis in England drained 
specie out of the U.S. The Bank of the United States also contracted its lending. 

e Panic of 1837 (1834-1837) (US) Prices of US land, cotton, and slaves grew into 
bubbles with easy bank credit by the mid-1830s. Ended in financial crisis 
starting with the Specie Circular of 1836. Five year recession followed along 
with currency in the United States contracting by about 34% with prices falling 
by 33%. The magnitude of this contraction is only matched by the Great 
Depression. 

e Railway Mania (UK) (1840s) 

e Panic of 1857 Land and railroad boom in US following discovery of gold in 
California in 1849. Resulted in large expansion of US money supply. Railroads 
boomed as people moved west. Railroad stocks peaks in July 1857. The failure 
of Ohio Life in August 1857 brought attention to the financial state of the 
railroad industry and land markets, thereby causing the financial panic to 
become a more public issue. Since banks had financed the railroads and land 
purchases, they began to feel the pressures of the falling value of railroad 
securities and many went bankrupt. Ended in worldwide crisis. 

e Melbourne Australia land and real estate bubble (1883-1889, crash in 1890-91) 

e Encilhamento ("Mounting") (Brazil) (1886-1892) 

e US farm bubble and crisis - (1914-1918, crash 1919-1920) prices rapidly 
escalated during WWI and crash after war's end. 

e Roaring Twenties stock-market bubble (US) (1921-1929) 

e Florida speculative building bubble (US)(1922-1926) 

e Poseidon bubble (Australia)(1969-1970) 
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Gold and Silver bubble (1976-1980) 
o Silver Thursday 1980 
The dot-com bubble (US)(1995—2000) 
Japanese asset price bubble (1986-1991) Japan real estate and stock market 
boom 
1997 Asian financial crisis (1997) 
United States housing bubble (US) (2002-2006) 
China stock and property bubble (China) (2003-2007) 
The 2000s commodity bubbles (2002-2008) 
o Uranium bubble of 2007 
o Rhodium bubble of 2008 (increase from $500/oz to $9000/oz in July 
2008, then down to $1000/oz in January 2009) 
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Subprime mortgage crisis 


The United States subprime mortgage crisis was a nationwide banking emergency, 
occurring between 2007-2010, which contributed to the U.S. recession of December 
2007—June 2009. It was triggered by a large decline in home prices after the collapse 
of a housing bubble, leading to mortgage delinquencies and foreclosures and the 
devaluation of housing-related securities. Declines in residential investment preceded 
the recession and were followed by reductions in household spending and then 
business investment. Spending reductions were more significant in areas with a 
combination of high household debt and larger housing price declines. 


The housing bubble that preceded the crisis was financed with mortgage-backed 
securities (MBS) and collateralized debt obligations (CDO), which initially offered 
higher interest rates (i.e. better returns) than government securities, along with 
attractive risk ratings from rating agencies. While elements of the crisis first became 
more visible during 2007, several major financial institutions collapsed in September 
2008, with significant disruption in the flow of credit to businesses and consumers and 
the onset of a severe global recession. 


There were many causes of the crisis, with commentators assigning different levels of 
blame to financial institutions, regulators, credit agencies, government housing 
policies, and consumers, among others. Two proximate causes were the rise in 
subprime lending and the increase in housing speculation. The percentage of lower- 
quality subprime mortgages originated during a given year rose from the historical 8% 
or lower range to approximately 20% from 2004 to 2006, with much higher ratios in 
some parts of the U.S. A high percentage of these subprime mortgages, over 90% in 
2006 for example, were adjustable-rate mortgages. Housing speculation also 
increased, with the share of mortgage originations to investors (1.e. those owning 
homes other than primary residences) rising significantly from around 20% in 2000 to 
around 35% in 2006—2007. Investors, even those with prime credit ratings, were much 
more likely to default than non-investors when prices fell. These changes were part of 
a broader trend of lowered lending standards and higher-risk mortgage 

products, which contributed to U.S. households becoming increasingly indebted. The 
ratio of household debt to disposable personal incomerose from 77% in 1990 to 127% 
by the end of 2007. 


When U.S. home prices declined steeply after peaking in mid-2006, it became more 
difficult for borrowers to refinance their loans. As adjustable-rate mortgages began to 
reset at higher interest rates (causing higher monthly payments), mortgage 
delinquencies soared. Securities backed with mortgages, including subprime 
mortgages, widely held by financial firms globally, lost most of their value. Global 
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investors also drastically reduced purchases of mortgage-backed debt and other 
securities as part of a decline in the capacity and willingness of the private financial 
system to support lending. Concerns about the soundness of U.S. credit and financial 
markets led to tightening credit around the world and slowing economic growth in the 
U.S. and Europe. 


The crisis had severe, long-lasting consequences for the U.S. and European 
economies. The U.S. entered a deep recession, with nearly 9 million jobs lost during 
2008 and 2009, roughly 6% of the workforce. The number of jobs did not return to the 
December 2007 pre-crisis peak until May 2014. U.S. household net worth declined by 
nearly $13 trillion (20%) from its Q2 2007 pre-crisis peak, recovering by Q4 

2012. U.S. housing prices fell nearly 30% on average and the U.S. stock market fell 
approximately 50% by early 2009, with stocks regaining their December 2007 level 
during September 2012. One estimate of lost output and income from the crisis comes 
to "at least 40% of 2007 gross domestic product". Europe also continued to struggle 
with its own economic crisis, with elevated unemployment and severe banking 
impairments estimated at €940 billion between 2008 and 2012. As of January 2018, 
U.S. bailout funds had been fully recovered by the government, when interest on loans 
is taken into consideration. A total of $626B was invested, loaned, or granted due to 
various bailout measures, while $390B had been returned to the Treasury. The 
Treasury had earned another $323B in interest on bailout loans, resulting in an $87B 
profit. 


The immediate cause or trigger of the crisis was the bursting of the United States 
housing bubble which peaked in approximately 2005—2006. An increase in loan 
incentives such as easy initial terms and a long-term trend of rising housing prices had 
encouraged borrowers to assume risky mortgages in the anticipation that they would 
be able to quickly refinance at easier terms. However, once interest ratesbegan to rise 
and housing prices started to drop moderately in 2006—2007 in many parts of the U.S., 
borrowers were unable to refinance. Defaults and foreclosure activity increased 
dramatically as easy initial terms expired, home prices fell, and adjustable-rate 
mortgage (ARM) interest rates reset higher. 


As housing prices fell, global investor demand for mortgage-related securities 
evaporated. This became apparent by July 2007, when investment bank Bear 

Stearns announced that two of its hedge funds had imploded. These funds had 
invested in securities that derived their value from mortgages. When the value of these 
securities dropped, investors demanded that these hedge funds provide additional 
collateral. This created a cascade of selling in these securities, which lowered their 
value further. Economist Mark Zandi wrote that this 2007 event was "arguably the 
proximate catalyst" for the financial market disruption that followed. 
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Several other factors set the stage for the rise and fall of housing prices, and related 
securities widely held by financial firms. In the years leading up to the crisis, the U.S. 
received large amounts of foreign money from fast-growing economies in Asia and 
oil-producing/exporting countries. This inflow of funds combined with low 

U.S. interest rates from 2002 to 2004 contributed to easy credit conditions, which 
fueled both housing and credit bubbles. Loans of various types (e.g., mortgage, credit 
card, and auto) were easy to obtain and consumers assumed an unprecedented debt 
load. 


As part of the housing and credit booms, the number of financial agreements 

called mortgage-backed securities (MBS), which derive their value from mortgage 
payments and housing prices, greatly increased. Such financial innovation enabled 
institutions and investors around the world to invest in the U.S. housing market. As 
housing prices declined, major global financial institutions that had borrowed and 
invested heavily in MBS reported significant losses. Defaults and losses on other loan 
types also increased significantly as the crisis expanded from the housing market to 
other parts of the economy. Total losses were estimated in the trillions of U.S. dollars 
globally. 


While the housing and credit bubbles were growing, a series of factors caused the 
financial system to become increasingly fragile. Policymakers did not recognize the 
increasingly important role played by financial institutions such as investment 

banks and hedge funds, also known as the shadow banking system. These entities 
were not subject to the same regulations as depository banking. Further, shadow banks 
were able to mask the extent of their risk taking from investors and regulators through 
the use of complex, off-balance sheet derivatives and securitizations. Economist Gary 
Gorton has referred to the 2007—2008 aspects of the crisis as a "run" on the shadow 
banking system. 


The complexity of these off-balance sheet arrangements and the securities held, as 
well as the interconnection between larger financial institutions, made it virtually 
impossible to re-organize them via bankruptcy, which contributed to the need for 
government bailouts. Some experts believe these shadow institutions had become as 
important as commercial (depository) banks in providing credit to the U.S. economy, 
but they were not subject to the same regulations. These institutions as well as certain 
regulated banks had also assumed significant debt burdens while providing the loans 
described above and did not have a financial cushion sufficient to absorb large loan 
defaults or MBS losses. 


The losses experienced by financial institutions on their mortgage-related securities 
impacted their ability to lend, slowing economic activity. Interbank lending dried-up 
initially and then loans to non-financial firms were affected. Concerns regarding the 
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stability of key financial institutions drove central banks to take action to provide 
funds to encourage lending and to restore faith in the commercial papermarkets, 
which are integral to funding business operations. Governments also bailed out key 
financial institutions, assuming significant additional financial commitments. 


The risks to the broader economy created by the housing market downturn and 
subsequent financial market crisis were primary factors in several decisions by central 
banks around the world to cut interest rates and governments to implement economic 
stimulus packages. Effects on global stock markets due to the crisis were dramatic. 
Between | January and 11 October 2008, owners of stocks in U.S. corporations 
suffered about $8 trillion in losses, as their holdings declined in value from $20 
trillion to $12 trillion. Losses in other countries averaged about 40%. 


Losses in the stock markets and housing value declines place further downward 
pressure on consumer spending, a key economic engine. Leaders of the larger 
developed and emerging nations met in November 2008 and March 2009 to formulate 
strategies for addressing the crisis. A variety of solutions have been proposed by 
government officials, central bankers, economists, and business executives. In the 
U.S., the Dodd—Frank Wall Street Reform and Consumer Protection Act was signed 
into law in July 2010 to address some of the causes of the crisis. 


The crisis can be attributed to a lot of factors pervasive in both credit markets, factors 
which emerged over a number of years. Causes proposed include the inability of 
homeowners to make their mortgage payments (due primarily to adjustable-rate 
mortgages resetting, borrowers overextending, predatory lending, and speculation), 
overbuilding during the boom period, risky mortgage products, increased power of 
mortgage originators, high personal and corporate debt levels, financial products that 
distributed and perhaps concealed the risk of mortgage default, bad monetary and 
housing policies, international trade imbalances, and inappropriate government 
regulation. Excessive consumer housing debt was in turn caused by the mortgage- 
backed security, credit default swap, and collateralized debt obligation sub-sectors of 
the finance industry, which were offering irrationally low interest rates and 
irrationally high levels of approval to subprime mortgage consumers because they 
were calculating aggregate risk using gaussian copula formulas that strictly assumed 
the independence of individual component mortgages, when in fact the credit- 
worthiness of almost every new subprime mortgage was highly correlated with that of 
any other because of linkages through consumer spending levels which fell sharply 
when property values began to fall during the initial wave of mortgage defaults. Debt 
consumers were acting in their rational self-interest, because they were unable to audit 
the finance industry's opaque faulty risk pricing methodology. 
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Among the important catalysts of the subprime crisis were the influx of money from 
the private sector, the banks entering into the mortgage bond market, government 
policies aimed at expanding homeownership, speculation by many home buyers, and 
the predatory lending practices of the mortgage lenders, specifically the adjustable- 
rate mortgage, 2—28 loan, that mortgage lenders sold directly or indirectly via 
mortgage brokers. On Wall Street and in the financial industry, moral hazard lay at the 
core of many of the causes. 


In its "Declaration of the Summit on Financial Markets and the World Economy," 
dated 15 November 2008, leaders of the Group of 20 cited the following causes: 


During a period of strong global growth, growing capital flows, and prolonged 
stability earlier this decade, market participants sought higher yields without an 
adequate appreciation of the risks and failed to exercise proper due diligence. At the 
same time, weak underwriting standards, unsound risk management practices, 
increasingly complex and opaque financial products, and consequent excessive 
leverage combined to create vulnerabilities in the system. Policy-makers, regulators 
and supervisors, in some advanced countries, did not adequately appreciate and 
address the risks building up in financial markets, keep pace with financial innovation, 
or take into account the systemic ramifications of domestic regulatory actions. 


Federal Reserve Chair Ben Bernanke testified in September 2010 regarding the causes 
of the crisis. He wrote that there were shocks or triggers (i.e., particular events that 
touched off the crisis) and vulnerabilities (1.e., structural weaknesses in the financial 
system, regulation and supervision) that amplified the shocks. Examples of triggers 
included: losses on subprime mortgage securities that began in 2007 and a run on 

the shadow banking system that began in mid-2007, which adversely affected the 
functioning of money markets. Examples of vulnerabilities in the private sector 
included: financial institution dependence on unstable sources of short-term funding 
such as repurchase agreements or Repos; deficiencies in corporate risk management; 
excessive use of leverage (borrowing to invest); and inappropriate usage of 
derivatives as a tool for taking excessive risks. Examples of vulnerabilities in 

the public sector included: statutory gaps and conflicts between regulators; ineffective 
use of regulatory authority; and ineffective crisis management capabilities. Bernanke 
also discussed "Too big to fail" institutions, monetary policy, and trade deficits. 


During May 2010, Warren Buffett and Paul Volcker separately described questionable 
assumptions or judgments underlying the U.S. financial and economic system that 
contributed to the crisis. These assumptions included: 1) Housing prices would not 
fall dramatically) Free and open financial markets supported by sophisticated financial 
engineering would most effectively support market efficiency and stability, directing 
funds to the most profitable and productive uses; 3) Concepts embedded in 
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mathematics and physics could be directly adapted to markets, in the form of various 
financial models used to evaluate credit risk; 4) Economic imbalances, such as large 
trade deficits and low savings rates indicative of over-consumption, were sustainable; 
and 5) Stronger regulation of the shadow banking systemand derivatives markets was 
not needed. Economists surveyed by the University of Chicago during 2017 rated the 
factors that caused the crisis in order of importance: 1) Flawed financial sector 
regulation and supervision; 2) Underestimating risks in financial engineering (e.g., 
CDOs); 3) Mortgage fraud and bad incentives; 4) Short-term funding decisions and 
corresponding runs in those markets (e.g., repo); and 5) Credit rating agency failures. 


The U.S. Financial Crisis Inquiry Commission reported its findings in January 2011. 
It concluded that "the crisis was avoidable and was caused by: Widespread failures in 
financial regulation, including the Federal Reserve's failure to stem the tide of toxic 
mortgages; Dramatic breakdowns in corporate governance including too many 
financial firms acting recklessly and taking on too much risk; An explosive mix of 
excessive borrowing and risk by households and Wall Street that put the financial 
system on a collision course with crisis; Key policy makers ill prepared for the crisis, 
lacking a full understanding of the financial system they oversaw; and systemic 
breaches in accountability and ethics at all levels." 


There are several "narratives" attempting to place the causes of the crisis into context, 
with overlapping elements. Five such narratives include: 


1. There was the equivalent of a bank run on the shadow banking system, which 
includes investment banks and other non-depository financial entities. This 
system had grown to rival the depository system in scale yet was not subject to 
the same regulatory safeguards. 

2. The economy was being driven by a housing bubble. When it burst, private 
residential investment (i.e., housing construction) fell by nearly 4% GDP and 
consumption enabled by bubble-generated housing wealth also slowed. This 
created a gap in annual demand (GDP) of nearly $1 trillion. Government was 
unwilling to make up for this private sector shortfall. 

3. Record levels of household debt accumulated in the decades preceding the 
crisis resulted in a balance sheet recession (similar to debt deflation) once 
housing prices began falling in 2006. Consumers began paying down debt, 
which reduces their consumption, slowing down the economy for an extended 
period while debt levels are reduced. 

4. Housing speculation using high levels of mortgage debt drove many investors 
with prime-quality mortgages (i.e., those investors in the middle of the credit 
score distribution) to default and enter foreclosure on investment properties 
when housing prices fell; the blame on "subprime" homeowners (i.e., those at 
the bottom of the credit score distribution) was overstated. 
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5. Government policies that encouraged home ownership even for those who 
could not afford it, contributing to lax lending standards, unsustainable housing 
price increases, and indebtedness. 


Underlying narratives #1-3 is a hypothesis that growing income inequality and wage 
stagnation encouraged families to increase their household debt to maintain their 
desired living standard, fueling the bubble. Further, this greater share of income 
flowing to the top increased the political power of business interests, who used that 
power to deregulate or limit regulation of the shadow banking system. 


According to Robert J. Shiller and other economists, housing price increases beyond 
the general inflation rate are not sustainable in the long term. From the end of World 
War II to the beginning of the housing bubble in 1997, housing prices in the US 
remained relatively stable. The bubble was characterized by higher rates of household 
debt and lower savings rates, slightly higher rates of home ownership, and of course 
higher housing prices. It was fueled by low interest rates and large inflows of foreign 
funds that created easy credit conditions. 


Between 1997 and 2006 (the peak of the housing bubble), the price of the typical 
American house increased by 124%. From 1980 to 2001, the ratio of median home 
prices to median household income (a measure of ability to buy a house) fluctuated 
from 2.9 to 3.1. In 2004 it rose to 4.0, and by 2006 it hit 4.6. The housing bubble was 
more pronounced in coastal areas where the ability to build new housing was 
restricted by geography or land use restrictions. This housing bubble resulted in quite 
a few homeowners refinancing their homes at lower interest rates, or financing 
consumer spending by taking out second mortgages secured by the price appreciation. 
US household debt as a percentage of annual disposable personal income was 127% at 
the end of 2007, versus 77% in 1990. 


While housing prices were increasing, consumers were saving lessand both borrowing 
and spending more. Household debt grew from $705 billion at year end 1974, 60% 

of disposable personal income, to $7.4 trillion at yearend 2000, and finally to $14.5 
trillion in midyear 2008, 134% of disposable personal income. During 2008, the 
typical US household owned 13 credit cards, with 40% of households carrying a 
balance, up from 6% in 1970. 


Free cash used by consumers from home equity extraction doubled from $627 billion 
in 2001 to $1,428 billion in 2005 as the housing bubble built, a total of nearly $5 
trillion over the period. U.S. home mortgage debt relative to GDP increased from an 
average of 46% during the 1990s to 73% during 2008, reaching $10.5 trillion. From 
2001 to 2007, U.S. mortgage debt almost doubled, and the amount of mortgage debt 
per household rose more than 63%, from $91,500 to $149,500, with essentially 
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stagnant wages. Economist Tyler Cowen explained that the economy was highly 
dependent on this home equity extraction: "In the 1993-1997 period, home owners 
extracted an amount of equity from their homes equivalent to 2.3% to 3.8% GDP. By 
2005, this figure had increased to 11.5% GDP." 


This credit and house price explosion led to a building boom and eventually to a 
surplus of unsold homes, which caused U.S. housing prices to peak and begin 
declining in mid-2006. Easy credit, and a belief that house prices would continue to 
appreciate, had encouraged many subprime borrowers to obtain adjustable-rate 
mortgages. These mortgages enticed borrowers with a below market interest rate for 
some predetermined period, followed by market interest rates for the remainder of the 
mortgage's term. 


The US home ownership rate increased from 64% in 1994 (about where it had been 
since 1980) to an all-time high of 69.2% in 2004. Subprime lending was a major 
contributor to this increase in home ownership rates and in the overall demand for 
housing, which drove prices higher. 


Borrowers who would not be able to make the higher payments once the initial grace 
period ended, were planning to refinance their mortgages after a year or two of 
appreciation. As a result of the depreciating housing prices, borrowers ability to 
refinance became more difficult. Borrowers who found themselves unable to escape 
higher monthly payments by refinancing began to default. 


As more borrowers stopped making their mortgage payments, foreclosures and the 
supply of homes for sale increased. This placed downward pressure on housing prices, 
which further lowered homeowners’ equity. The decline in mortgage payments also 
reduced the value of mortgage-backed securities, which eroded the net worth and 
financial health of banks. This vicious cycle was at the heart of the crisis. 


By September 2008, average U.S. housing prices had declined by over 20% from their 
mid-2006 peak. This major and unexpected decline in house prices means that many 
borrowers have zero or negative equity in their homes, meaning their homes were 
worth less than their mortgages. As of March 2008, an estimated 8.8 million 
borrowers — 10.8% of all homeowners — had negative equity in their homes, a number 
that is believed to have risen to 12 million by November 2008. By September 2010, 
23% of all U.S. homes were worth less than the mortgage loan. 


Borrowers in this situation have an incentive to default on their mortgages as a 
mortgage is typically nonrecourse debt secured against the property. Economist Stan 
Leibowitz argued in the Wall Street Journal that although only 12% of homes had 
negative equity, they comprised 47% of foreclosures during the second half of 2008. 
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He concluded that the extent of equity in the home was the key factor in foreclosure, 
rather than the type of loan, credit worthiness of the borrower, or ability to pay. 


Increasing foreclosure rates increases the inventory of houses offered for sale. The 
number of new homes sold in 2007 was 26.4% less than in the preceding year. By 
January 2008, the inventory of unsold new homes was 9.8 times the December 2007 
sales volume, the highest value of this ratio since 1981. Furthermore, nearly four 
million existing homes were for sale, of which roughly 2.2 million were vacant. 


This overhang of unsold homes lowered house prices. As prices declined, more 
homeowners were at risk of default or foreclosure. House prices are expected to 
continue declining until this inventory of unsold homes (an instance of excess supply) 
declines to normal levels. A report in January 2011 stated that U.S. home values 
dropped by 26 percent from their peak in June 2006 to November 2010, more than the 
25.9% drop between 1928 to 1933 when the Great Depression occurred. 


From September 2008 to September 2012, there were approximately 4 million 
completed foreclosures in the U.S. As of September 2012, approximately 1.4 million 
homes, or 3.3% of all homes with a mortgage, were in some stage of foreclosure 
compared to 1.5 million, or 3.5%, in September 2011. During September 2012, 
57,000 homes completed foreclosure; this is down from 83,000 the prior September 
but well above the 2000—2006 average of 21,000 completed foreclosures per month. 


Speculative borrowing in residential real estate has been cited as a contributing factor 
to the subprime mortgage crisis. During 2006, 22% of homes purchased (1.65 million 
units) were for investment purposes, with an additional 14% (1.07 million units) 
purchased as vacation homes. During 2005, these figures were 28% and 12%, 
respectively. In other words, a record level of nearly 40% of homes purchased were 
not intended as primary residences. David Lereah, National Association of Realtors's 
chief economist at the time, stated that the 2006 decline in investment buying was 
expected: "Speculators left the market in 2006, which caused investment sales to fall 
much faster than the primary market." 


Housing prices nearly doubled between 2000 and 2006, a vastly different trend from 
the historical appreciation at roughly the rate of inflation. While homes had not 
traditionally been treated as investments subject to speculation, this behavior changed 
during the housing boom. Media widely reported condominiums being purchased 
while under construction, then being "flipped" (sold) for a profit without the seller 
ever having lived in them. Some mortgage companies identified risks inherent in this 
activity as early as 2005, after identifying investors assuming highly leveraged 
positions in multiple properties. 
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One 2017 NBER study argued that real estate investors (1.e., those owning 2+ homes) 
were more to blame for the crisis than subprime borrowers: "The rise in mortgage 
defaults during the crisis was concentrated in the middle of the credit score 
distribution, and mostly attributable to real estate investors" and that "credit growth 
between 2001 and 2007 was concentrated in the prime segment, and debt to high-risk 
[subprime] borrowers was virtually constant for all debt categories during this 
period." The authors argued that this investor-driven narrative was more accurate than 
blaming the crisis on lower-income, subprime borrowers . A 2011 Fed study had a 
similar finding: "In states that experienced the largest housing booms and busts, at the 
peak of the market almost half of purchase mortgage originations were associated 
with investors. In part by apparently misreporting their intentions to occupy the 
property, investors took on more leverage, contributing to higher rates of default." The 
Fed study reported that mortgage originations to investors rose from 25% in 2000 to 
45% in 2006, for Arizona, California, Florida, and Nevada overall, where housing 
price increases during the bubble (and declines in the bust) were most pronounced. In 
these states, investor delinquency rose from around 15% in 2000 to over 35% in 2007 
and 2008. 


Nicole Gelinas of the Manhattan Institute described the negative consequences of not 
adjusting tax and mortgage policies to the shifting treatment of a home from 
conservative inflation hedge to speculative investment. Economist Robert 

Shiller argued that speculative bubbles are fueled by "contagious optimism, seemingly 
impervious to facts, that often takes hold when prices are rising. Bubbles are primarily 
social phenomena; until we understand and address the psychology that fuels them, 
they're going to keep forming." Keynesian economist Hyman Minsky described how 
speculative borrowing contributed to rising debt and an eventual collapse of asset 
values. 


Warren Buffett testified to the Financial Crisis Inquiry Commission: "There was the 
greatest bubble I've ever seen in my life... The entire American public eventually was 
caught up in a belief that housing prices could not fall dramatically." 


Types of mortgages became more risky as well. The interest-only adjustable-rate 
mortgage (ARM), allowed the homeowner to pay only the interest (not principal) of 
the mortgage during an initial "teaser" period. Even looser was the "payment option" 
loan, in which the homeowner has the option to make monthly payment that do not 
even cover the interest for the first two or three year initial period of the loan. Nearly 
one in 10 mortgage borrowers in 2005 and 2006 took out these "option ARM" loans, 
and an estimated one-third of ARMs originated between 2004 and 2006 had "teaser" 
rates below 4%. After the initial period, monthly payments might double or even 
triple. 
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The proportion of subprime ARM loans made to people with credit scores high 
enough to qualify for conventional mortgages with better terms increased from 41% in 
2000 to 61% by 2006. In addition, mortgage brokers in some cases received 
incentives from lenders to offer subprime ARM's even to those with credit ratings that 
merited a conforming (i.e., non-subprime) loan. 


Mortgage underwriting standards declined precipitously during the boom period. The 
use of automated loan approvals allowed loans to be made without appropriate review 
and documentation. In 2007, 40% of all subprime loans resulted from automated 
underwriting. The chairman of the Mortgage Bankers Association claimed that 
mortgage brokers, while profiting from the home loan boom, did not do enough to 
examine whether borrowers could repay. Mortgage fraud by lenders and borrowers 
increased enormously. 


The Financial Crisis Inquiry Commission reported in January 2011 that many 
mortgage lenders took eager borrowers' qualifications on faith, often with a "willful 
disregard" for a borrower's ability to pay. Nearly 25% of all mortgages made in the 
first half of 2005 were "interest-only" loans. During the same year, 68% of "option 
ARM" loans originated by Countrywide Financial and Washington Mutual had low- 
or no-documentation requirements. 


At least one study has suggested that the decline in standards was driven by a shift of 
mortgage securitization from a tightly controlled duopoly to a competitive market in 
which mortgage originators held the most sway. The worst mortgage vintage years 
coincided with the periods during which Government Sponsored Enterprises 
(specifically Fannie Mae and Freddie Mac) were at their weakest, and mortgage 
originators and private label securitizers were at their strongest. 


Why was there a market for these low quality private label securitizations? In 

a Peabody Award winning program, NPR correspondents argued that a "Giant Pool of 
Money" (represented by $70 trillion in worldwide fixed income investments) sought 
higher yields than those offered by U.S. Treasury bonds early in the decade. Further, 
this pool of money had roughly doubled in size from 2000 to 2007, yet the supply of 
relatively safe, income generating investments had not grown as fast. Investment 
banks on Wall Street answered this demand with financial innovation such as 

the mortgage-backed security (MBS) and collateralized debt obligation (CDO), which 
were assigned safe ratings by the credit rating agencies. 


In effect, Wall Street connected this pool of money to the mortgage market in the 
U.S., with enormous fees accruing to those throughout the mortgage supply chain, 
from the mortgage broker selling the loans, to small banks that funded the brokers, to 
the giant investment banks behind them. By approximately 2003, the supply of 
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mortgages originated at traditional lending standards had been exhausted. However, 
continued strong demand for MBS and CDO began to drive down lending standards, 
as long as mortgages could still be sold along the supply chain. Eventually, this 
speculative bubble proved unsustainable. NPR described it this way: 


The problem was that even though housing prices were going through the roof, people 
weren't making any more money. From 2000 to 2007, the median household income 
stayed flat. And so the more prices rose, the more tenuous the whole thing became. 
No matter how lax lending standards got, no matter how many exotic mortgage 
products were created to shoehorn people into homes they couldn't possibly afford, no 
matter what the mortgage machine tried, the people just couldn't swing it. By late 
2006, the average home cost nearly four times what the average family made. 
Historically it was between two and three times. And mortgage lenders noticed 
something that they'd almost never seen before. People would close on a house, sign 
all the mortgage papers, and then default on their very first payment. No loss of a job, 
no medical emergency, they were underwater before they even started. And although 
no one could really hear it, that was probably the moment when one of the biggest 
speculative bubbles in American history popped. 


The value of American subprime mortgages was estimated at $1.3 trillion as of March 
2007, with over 7.5 million first-lien subprime mortgages outstanding. Between 2004 
and 2006 the share of subprime mortgages relative to total originations ranged from 
18%—21%, versus less than 10% in 2001—2003 and during 2007. The majority of 
subprime loans were issued in California. The boom in mortgage lending, including 
subprime lending, was also driven by a fast expansion of non-bank independent 
mortgage originators which despite their smaller share (around 25 percent in 2002) in 
the market have contributed to around 50 percent of the increase in mortgage credit 
between 2003 and 2005. In the third quarter of 2007, subprime ARMs making up only 
6.9% of US mortgages outstanding also accounted for 43% of the foreclosures which 
began during that quarter. 


By October 2007, approximately 16% of subprime adjustable-rate mortgages (ARM) 
were either 90-days delinquent or the lender had begun foreclosure proceedings, 
roughly triple the rate of 2005. By January 2008, the delinquency rate had risen to 
21% and by May 2008 it was 25%. 


According to RealtyTrac, the value of all outstanding residential mortgages, owed by 
U.S. households to purchase residences housing at most four families, was US$9.9 
trillion as of year-end 2006, and US$10.6 trillion as of midyear 2008. During 2007, 
lenders had begun foreclosure proceedings on nearly 1.3 million properties, a 79% 
increase over 2006. This increased to 2.3 million in 2008, an 81% increase vs. 

2007, and again to 2.8 million in 2009, a 21% increase vs. 2008. 
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By August 2008, 9.2% of all U.S. mortgages outstanding were either delinquent or in 
foreclosure. By September 2009, this had risen to 14.4%. Between August 2007 and 
October 2008, 936,439 US residences completed foreclosure. Foreclosures are 
concentrated in particular states both in terms of the number and rate of foreclosure 
filings. Ten states accounted for 74% of the foreclosure filings during 2008; the top 
two (California and Florida) represented 41%. Nine states were above the national 
foreclosure rate average of 1.84% of households. 


"The FBI defines mortgage fraud as 'the intentional misstatement, misrepresentation, 
or omission by an applicant or other interest parties, relied on by a lender or 
underwriter to provide funding for, to purchase, or to insure a mortgage loan." In 
2004, the Federal Bureau of Investigation warned of an "epidemic" in mortgage fraud, 
an important credit risk of nonprime mortgage lending, which, they said, could lead to 
"a problem that could have as much impact as the S&L crisis".Despite this, the Bush 
administration prevented states from investigating and prosecuting predatory lenders 
by invoking a banking law from 1863 "to issue formal opinions preempting all state 
predatory lending laws, thereby rendering them inoperative." 


The Financial Crisis Inquiry Commission reported in January 2011 that: "... mortgage 
fraud... flourished in an environment of collapsing lending standards and lax 
regulation. The number of suspicious activity reports — reports of possible financial 
crimes filed by depository banks and their affiliates — related to mortgage fraud grew 
20-fold between 1996 and 2005 and then more than doubled again between 2005 and 
2009. One study places the losses resulting from fraud on mortgage loans made 
between 2005 and 2007 at $112 billion. 


"Predatory lending describes unfair, deceptive, or fraudulent practices of some lenders 
during the loan origination process."Lenders made loans that they knew borrowers 
could not afford and that could cause massive losses to investors in mortgage 
securities." 


In a June 2008 speech, President of the NY Federal Reserve Bank Timothy Geithner, 
who later became Secretary of the Treasury, placed significant blame for the freezing 
of credit markets on a "run" on the entities in the "parallel" banking system, also 
called the shadow banking system. These entities became critical to the credit markets 
underpinning the financial system, but were not subject to the same regulatory 
controls as depository banks. Further, these entities were vulnerable because they 
borrowed short-term in liquid markets to purchase long-term, illiquid and risky assets. 
This meant that disruptions in credit markets would make them subject to 

rapid deleveraging, selling their long-term assets at depressed prices. 
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Repo and other forms of shadow banking accounted for an estimated 60% of the 
"overall US banking system," according to Paul Krugman,. Geithner described its 
"entities": 


"In early 2007, asset-backed commercial paper conduits, in structured investment 
vehicles, in auction-rate preferred securities, tender option bonds and variable rate 
demand notes, had a combined asset size of roughly $2.2 trillion. Assets financed 
overnight in triparty repo grew to $2.5 trillion. Assets held in hedge funds grew to 
roughly $1.8 trillion. The combined balance sheets of the then five major investment 
banks totaled $4 trillion. In comparison, the total assets of the top five bank holding 
companies in the United States at that point were just over $6 trillion, and total assets 
of the entire banking system were about $10 trillion." 


He stated that the "combined effect of these factors was a financial system vulnerable 
to self-reinforcing asset price and credit cycles." Nobel laureate economist Paul 
Krugman described the run on the shadow banking system as the "core of what 
happened" to cause the crisis. 


As the shadow banking system expanded to rival or even surpass conventional 
banking in importance, politicians and government officials should have realized that 
they were re-creating the kind of financial vulnerability that made the Great 
Depression possible — and they should have responded by extending regulations and 
the financial safety net to cover these new institutions. Influential figures should have 
proclaimed a simple rule: anything that does what a bank does, anything that has to be 
rescued in crises the way banks are, should be regulated like a bank. 


He referred to this lack of controls as "malign neglect." 


The securitization markets supported by the shadow banking system started to close 
down in the spring of 2007 and nearly shut-down in the fall of 2008. More than a third 
of the private credit markets thus became unavailable as a source of funds. According 
to the Brookings Institution, the traditional banking system does not have the capital 
to close this gap as of June 2009: "It would take a number of years of strong profits to 
generate sufficient capital to support that additional lending volume." The authors also 
indicate that some forms of securitization are "likely to vanish forever, having been an 
artifact of excessively loose credit conditions." 


Economist Gary Gorton wrote in May 2009: 
Unlike the historical banking panics of the 19th and early 20th centuries, the current 


banking panic is a wholesale panic, not a retail panic. In the earlier episodes, 
depositors ran to their banks and demanded cash in exchange for their checking 
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accounts. Unable to meet those demands, the banking system became insolvent. The 
current panic involved financial firms "running" on other financial firms by not 
renewing sale and repurchase agreements (repo) or increasing the repo margin 
("haircut"), forcing massive deleveraging, and resulting in the banking system being 
insolvent. 


Fed Chair Ben Bernanke stated in an interview with the FCIC during 2009 that 12 of 

the 13 largest U.S. financial institutions were at risk of failure during 2008. The FCIC 
report did not identify which of the 13 firms was not considered by Bernanke to be in 
danger of failure. 


Economist Mark Zandi testified to the Financial Crisis Inquiry Commission in 
January 2010: 


The securitization markets also remain impaired, as investors anticipate more loan 
losses. Investors are also uncertain about coming legal and accounting rule changes 
and regulatory reforms. Private bond issuance of residential and commercial 
mortgage-backed securities, asset-backed securities, and CDOs peaked in 2006 at 
close to $2 trillion...In 2009, private issuance was less than $150 billion, and almost 
all of it was asset-backed issuance supported by the Federal Reserve's TALF program 
to aid credit card, auto and small-business lenders. Issuance of residential and 
commercial mortgage-backed securities and CDOs remains dormant. 


The Economist reported in March 2010: "Bear Stearns and Lehman Brothers were 
non-banks that were crippled by a silent run among panicky overnight "repo" lenders, 
many of them money market funds uncertain about the quality of securitized collateral 
they were holding. Mass redemptions from these funds after Lehman's failure froze 
short-term funding for big firms." 


Securitization — the bundling of bank loans to create tradeable bonds — started in the 
mortgage industry in the 1970s, when Government Sponsored Enterprises (GSEs) 
began to pool relatively safe, conventional, "conforming" or "prime" mortgages, 
create "mortgage-backed securities" (MBS) from the pool, sell them to investors, 
guaranteeing these securities/bonds against default on the underlying mortgages. This 
"originate-to-distribute" model had advantages over the old "originate-to-hold" 
model, where a bank originated a loan to the borrower/homeowner and retained the 
credit (default) risk. Securitization removed the loans from a bank's books, enabling 
the bank to remain in compliance with capital requirement laws. More loans could be 
made with proceeds of the MBS sale. The liquidityof a national and even international 
mortgage market allowed capital to flow where mortgages were in demand and 
funding short. However, securitization created a moral hazard — the bank/institution 
making the loan no longer had to worry if the mortgage was paid off — giving them 
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incentive to process mortgage transactions but not to ensure their credit 
quality. Bankers were no longer around to work out borrower problems and minimize 
defaults during the course of the mortgage. 


With the high down payments and credit scores of the conforming mortgages used by 
GSE, this danger was minimal. Investment banks however, wanted to enter the market 
and avoid competing with the GSEs. They did so by developing mortgage-backed 
securities in the riskier non-conforming subprime and Alt-A market. Unlike the 

GSEs the issuers generally did not guarantee the securities against default of the 
underlying mortgages. 


What these "private label" or "non-agency" originators did do was to use "structured 
finance" to create securities. Structuring involved "slicing" the pooled mortgages into 
"tranches", each having a different priority in the stream of monthly or quarterly 
principal and interest stream. Tranches were compared to "buckets" catching the 
"water" of principle and interest. More senior buckets didn't share water with those 
below until they were filled to the brim and overflowing. This gave the top 
buckets/tranches considerable creditworthiness (in theory) that would earn the highest 
"triple A" credit ratings, making them salable to money market and pension funds that 
would not otherwise deal with subprime mortgage securities. 


To use up the MBS tranches lower in payback priority that could not be rated triple-A 
and that a conservative fixed income market would not buy, investment banks 
developed another security — known as the collateralized debt obligation (CDO). 
Although the CDO market was smaller, it was crucial because unless buyers were 
found for the non-triple-A or "mezzanine" tranches, it would not be profitable to make 
a mortgage-backed security in the first place. These CDOs pooled the leftover BBB, 
A-, etc. rated tranches, and produced new tranches — 70% to 80% of which were rated 
triple A by rating agencies. The 20—30% remaining mezzanine tranches were 
sometimes bought up by other CDOs, to make so-called "CDO-Squared" securities 
which also produced tranches rated mostly triple A. 


This process was later disparaged as "ratings laundering" or a way of transforming 
"dross into gold" by some business journalists, but was justified at the time by the 
belief that home prices would always rise. The model used by underwriters, rating 
agencies and investors to estimate the probability of mortgage default was based on 
the history of credit default swaps, which unfortunately went back "less than a decade, 
a period when house prices soared". 


In addition the model — which postulated that the correlation of default risks among 
loans in securitization pools could be measure in a simple, stable, tractable number, 
suitable for risk management or valuation— also purported to show that the mortgages 
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in CDO pools were well diversified or "uncorrelated". Defaults on mortgages 

in Orlando, for example, were thought to have no effect on — i.e. were uncorrelated 
with — the real estate market across the country in Laguna Beach. When 

prices corrected (i.e. the bubble collapsed), the resulting defaults were not only larger 
in number than predicted but far more correlated. 


Still another innovative security criticized after the bubble burst was the synthetic 
CDO. Cheaper and easier to create than original "cash" CDOs, synthetics did not 
provide funding for housing, rather synthetic CDO-buying investors were in effect 
providing insurance (in the form of "credit default swaps") against mortgage default. 
The mortgages they insured were those in "cash" CDOs the synthetics "referenced". 
So instead of providing investors with interest and principal payments from MBS 
tranches, payments were the equivalent of insurance premiums from the insurance 
"buyers". If the referenced CDOs defaulted, investors lost their investment, which was 
paid out to the insurance buyers. 


Unlike true insurance, credit default swaps were not regulated to insure that providers 
had the reserves to pay settlements, or that buyers owned the property (MBSs) they 
were insuring, i.e. were not simply making a bet a security would default. Because 
synthetics "referenced" another (cash) CDO, more than one — in fact numerous — 
synthetics could be made to reference the same original, multiplying the effect if a 
referenced security defaulted. As with MBS and other CDOs, triple A ratings for 
"large chunks" of synthetics were crucial to the securities' success, because of the 
buyer/investors' ignorance of the mortgage security market and trust in the credit 
rating agencies ratings. 


Securitization began to take off in the mid-1990s. The total amount of mortgage- 
backed securities issued almost tripled between 1996 and 2007, to $7.3 trillion. The 
securitized share of subprime mortgages (1.e., those passed to third-party investors via 
MBS) increased from 54% in 2001, to 75% in 2006. In the mid-2000s as the housing 
market was peaking, GSE securitization market share declined dramatically, while 
higher-risk subprime and Alt-A mortgage private label securitization grew sharply. As 
mortgage defaults began to rise, it was among mortgages securitized by the private 
banks. GSE mortgages — securitized or not — continued to perform better than the rest 
of the market. Picking up the slack for the dwindling cash CDO marketsynthetics 
were the dominant form of CDO's by 2006, valued "notionally" at an estimated $5 
trillion. 


By the autumn of 2008, when the securitization market "seized up" and investors 
would "no longer lend at any price", securitized lending made up about $10 trillion of 
the roughly $25 trillion American credit market, (i.e. what "American homeowners, 
consumers, and corporations owed"). In February 2009, Ben Bernanke stated that 
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securitization markets remained effectively shut, with the exception of conforming 
mortgages, which could be sold to Fannie Mae and Freddie Mac. 


According to economist A. Michael Spence: "when formerly uncorrelated risks shift 
and become highly correlated ... diversification models fail." "An important challenge 
going forward is to better understand these dynamics as the analytical underpinning of 
an early warning system with respect to financial instability." 


Criticizing the argument that complex structured investment securitization was 
instrumental in the mortgage crisis, Paul Krugman points out that the Wall Street 
firms issuing the securities "kept the riskiest assets on their own books", and that 
neither of the equally disastrous bubbles in European housing or US commercial 
property used complex structured securities. Krugman does agree that it is "arguable 
is that financial innovation ... spread the bust to financial institutions around the 
world" and its inherent fragmentation of loans has made post-bubble "cleanup" 
through debt renegotiation extremely difficult. 


The Financial Crisis Inquiry Commission reported in January 2011 that: "From 1978 
to 2007, the amount of debt held by the financial sector soared from $3 trillion to $36 
trillion, more than doubling as a share of gross domestic product. The very nature of 
many Wall Street firms changed — from relatively staid private partnerships to 
publicly traded corporations taking greater and more diverse kinds of risks. By 2005, 
the 10 largest U.S. commercial banks held 55% of the industry's assets, more than 
double the level held in 1990. On the eve of the crisis in 2006, financial sector profits 
constituted 27% of all corporate profits in the United States, up from 15% in 1980." 


Many financial institutions, investment banks in particular, issued large amounts of 
debt during 2004—07, and invested the proceeds in mortgage-backed securities (MBS), 
essentially betting that house prices would continue to rise, and that households would 
continue to make their mortgage payments. Borrowing at a lower interest rate and 
investing the proceeds at a higher interest rate is a form of financial leverage. This is 
analogous to an individual taking out a second mortgage on his residence to invest in 
the stock market. This strategy proved profitable during the housing boom, but 
resulted in large losses when house prices began to decline and mortgages began to 
default. Beginning in 2007, financial institutions and individual investors holding 
MBS also suffered significant losses from mortgage payment defaults and the 
resulting decline in the value of MBS. 


A 2004 U.S. Securities and Exchange Commission (SEC) decision related to the net 
capital rule allowed US investment banks to issue substantially more debt, which was 
then used to purchase MBS. Over 2004—07, the top five US investment banks each 
significantly increased their financial leverage which increased their vulnerability to 
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the declining value of MBSs. These five institutions reported over $4.1 trillion in debt 
for fiscal year 2007, about 30% of US nominal GDP for 2007. Further, the percentage 
of subprime mortgages originated to total originations increased from below 10% in 
2001-03 to between 18—20% from 2004 to 2006, due in-part to financing from 
investment banks. 


During 2008, three of the largest U.S. investment banks either went bankrupt 
(Lehman Brothers) or were sold at fire sale prices to other banks (Bear 

Stearns and Merrill Lynch). These failures augmented the instability in the global 
financial system. The remaining two investment banks, Morgan Stanley and Goldman 
Sachs, opted to become commercial banks, thereby subjecting themselves to more 
stringent regulation. 


In the years leading up to the crisis, the top four U.S. depository banks moved an 
estimated $5.2 trillion in assets and liabilities off-balance sheet into special purpose 
vehicles or other entities in the shadow banking system. This enabled them to 
essentially bypass existing regulations regarding minimum capital ratios, thereby 
increasing leverage and profits during the boom but increasing losses during the crisis. 
New accounting guidance will require them to put some of these assets back onto their 
books during 2009, which will significantly reduce their capital ratios. One news 
agency estimated this amount to be between $500 billion and $1 trillion. This effect 
was considered as part of the stress tests performed by the government during 2009. 


Martin Wolf wrote in June 2009: "...an enormous part of what banks did in the early 
part of this decade — the off-balance-sheet vehicles, the derivatives and the 'shadow 
banking system' itself — was to find a way round regulation." 


The New York State Comptroller's Office has said that in 2006, Wall Street 
executives took home bonuses totaling $23.9 billion. "Wall Street traders were 
thinking of the bonus at the end of the year, not the long-term health of their firm. The 
whole system — from mortgage brokers to Wall Street risk managers — seemed tilted 
toward taking short-term risks while ignoring long-term obligations. The most 
damning evidence is that most of the people at the top of the banks didn't really 
understand how those [investments] worked." 


The incentive compensation of traders was focused on fees generated from 
assembling financial products, rather than the performance of those products and 
profits generated over time. Their bonuses were heavily skewed towards cash rather 
than stock and not subject to "claw-back" (recovery of the bonus from the employee 
by the firm) in the event the MBS or CDO created did not perform. In addition, the 
increased risk (in the form of financial leverage) taken by the major investment banks 
was not adequately factored into the compensation of senior executives. 
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Credit default swaps (CDS) are financial instruments used as a hedge and protection 
for debtholders, in particular MBS investors, from the risk of default, or by 
speculators to profit from default. As the net worth of banks and other financial 
institutions deteriorated because of losses related to subprime mortgages, the 
likelihood increased that those providing the protection would have to pay their 
counterparties. This created uncertainty across the system, as investors wondered 
which companies would be required to pay to cover mortgage defaults. 


Like all swaps and other financial derivatives, CDS may either be used to hedge risks 
(specifically, to insure creditors against default) or to profit from speculation. The 
volume of CDS outstanding increased 100-fold from 1998 to 2008, with estimates of 
the debt covered by CDS contracts, as of November 2008, ranging from US$33 to $47 
trillion. CDS are lightly regulated, largely because of the Commodity Futures 
Modernization Act of 2000. As of 2008, there was no central clearing house to honor 
CDS in the event a party to a CDS proved unable to perform his obligations under the 
CDS contract. Required disclosure of CDS-related obligations has been criticized as 
inadequate. Insurance companies such as American International 

Group (AIG), MBIA, and Ambac faced ratings downgrades because widespread 
mortgage defaults increased their potential exposure to CDS losses. These firms had 
to obtain additional funds (capital) to offset this exposure. AIG's having CDSs 
insuring $440 billion of MBS resulted in its seeking and obtaining a Federal 
government bailout. The monoline insurance companies went out of business in 
2008-2009. 


When investment bank Lehman Brothers went bankrupt in September 2008, there was 
much uncertainty as to which financial firms would be required to honor the CDS 
contracts on its $600 billion of bonds outstanding. Merrill Lynch's large losses in 
2008 were attributed in part to the drop in value of its unhedged portfolio 

of collateralized debt obligations (CDOs) after AIG ceased offering CDS on Merrill's 
CDOs. The loss of confidence of trading partners in Merrill Lynch's solvency and its 
ability to refinance its short-term debt led to its acquisition by the Bank of America. 


Economist Joseph Stiglitz summarized how credit default swaps contributed to the 
systemic meltdown: "With this complicated intertwining of bets of great magnitude, 
no one could be sure of the financial position of anyone else-or even of one's own 
position. Not surprisingly, the credit markets froze." 


Author Michael Lewis wrote that CDS enabled speculators to stack bets on the same 
mortgage bonds and CDO's. This is analogous to allowing many persons to buy 
insurance on the same house. Speculators that bought CDS insurance were betting that 
significant defaults would occur, while the sellers (such as AIG) bet they would not. A 
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theoretically infinite amount could be wagered on the same housing-related securities, 
provided buyers and sellers of the CDS could be found. 


Derivatives such as CDS were unregulated or barely regulated. Several sources have 
noted the failure of the US government to supervise or even require transparency of 
the financial instruments known as derivatives. A 2008 investigative article in 

the Washington Post found that leading government officials at the time (Federal 
Reserve Board Chairman Alan Greenspan, Treasury Secretary Robert Rubin, 

and SEC Chairman Arthur Levitt) vehemently opposed any regulation of derivatives. 
In 1998 Brooksley E. Born, head of the Commodity Futures Trading Commission, put 
forth a policy paper asking for feedback from regulators, lobbyists, legislators on the 
question of whether derivatives should be reported, sold through a central facility, or 
whether capital requirements should be required of their buyers. Greenspan, Rubin, 
and Levitt pressured her to withdraw the paper and Greenspan persuaded Congress to 
pass a resolution preventing CFTC from regulating derivatives for another six months 
— when Born's term of office would expire. Ultimately, it was the collapse of a 
specific kind of derivative, the mortgage-backed security, that triggered the economic 
crisis of 2008. 


In addition, Chicago Public Radio, Huffington Post, and ProPublica reported in April 
2010 that market participants, including a hedge fund called Magnetar Capital, 
encouraged the creation of CDO's containing low quality mortgages, so they could bet 
against them using CDS. NPR reported that Magnetar encouraged investors to 
purchase CDO's while simultaneously betting against them, without disclosing the 
latter bet. Instruments called synthetic CDO, which are portfolios of credit default 
swaps, were also involved in allegations by the SEC against Goldman-Sachs in April 
2010. 


The Financial Crisis Inquiry Commission reported in January 2011 that CDS 
contributed significantly to the crisis. Companies were able to sell protection to 
investors against the default of mortgage-backed securities, helping to launch and 
expand the market for new, complex instruments such as CDO's. This further fueled 
the housing bubble. They also amplified the losses from the collapse of the housing 
bubble by allowing multiple bets on the same securities and helped spread these bets 
throughout the financial system. Companies selling protection, such as AIG, were not 
required to set aside sufficient capital to cover their obligations when significant 
defaults occurred. Because many CDS were not traded on exchanges, the obligations 
of key financial institutions became hard to measure, creating uncertainty in the 
financial system. 


Credit rating agencies — firms which rate debt instruments/securities according to the 
debtor's ability to pay lenders back — have come under scrutiny during and after the 
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financial crisis for having given investment-grade ratings to MBSs and CDOs based 
on risky subprime mortgage loans that later defaulted. Dozens of lawsuits have been 
filed by investors against the "Big Three" rating agencies — Moody's Investors 
Service, Standard & Poor's, and Fitch Ratings. The Financial Crisis Inquiry 
Commission (FCIC) concluded the "failures" of the Big Three rating agencies were 
"essential cogs in the wheel of financial destruction" and "key enablers of the 
financial meltdown". Economist Joseph Stiglitz called them "one of the key culprits" 
of the financial crisis. Others called their ratings "catastrophically misleading", 

(the U.S. Securities and Exchange Commissioner), their performance "horrendous" 
(The Economist magazine). There are indications that some involved in rating 
subprime-related securities knew at the time that the rating process was faulty. 


The position of the three agencies "between the issuers and the investors of securities" 
> "transformed" them into "key" players in the housing bubble and financial crisis 
according to the Financial Crisis Inquiry Report. Most investors in the fixed income 
market had no experience with the mortgage business — let alone dealing with the 
complexity of pools of mortgages and tranche priority of MBS and CDO securities — 
and were simply looking for an independent party who could rate securities. The 
putatively independent parties meanwhile were paid "handsome fees" by investment 
banks "to obtain the desired ratings", according to one expert. 


In addition, a large section of the debt securities market — many money 

markets and pension funds — were restricted in their bylaws to holding only the safest 
securities — 1.e securities the rating agencies designated "triple-A". Hence non-prime 
securities could not be sold without ratings by (usually two of) the three agencies. 


From 2000 to 2007, one of the largest agencies — Moody's — rated nearly 45,000 
mortgage-related securities— more than half of those it rated — as triple-A. By 
December 2008, there were over $11 trillion structured finance securities outstanding 
in the U.S. bond market debt. But as the boom matured, mortgage underwriting 
standards deteriorated. By 2007 an estimated $3.2 trillion in loans were made to 
homebuyers and owners with bad credit and undocumented incomes, bundled into 
MBSs and CDOs, and given top ratings to appeal to global investors. 


As these mortgages began to default, the three agencies were compelled to go back 
and redo their ratings. Between autumn of 2007 and the middle of 2008, agencies 
downgraded nearly $2 trillion in MBS tranches. By the end of 2008, 80% of the 
CDOs by value rated "triple-A" were downgraded to junk. Bank writedowns and 
losses on these investments totaled $523 billion. 


Critics such as the Financial Crisis Inquiry Commission argue the mistaken credit 
ratings stemmed from "flawed computer models, the pressure from financial firms 
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that paid for the ratings, the relentless drive for market share, the lack of resources to 
do the job despite record profits, and the absence of meaningful public oversight". 


Structured investment was very profitable to the agencies and by 2007 accounted for 
just under half of Moody's total ratings revenue and all of the revenue growth. But 
profits were not guaranteed, and issuers played the agencies off one another, 
‘shopping’ around to find the best ratings, sometimes openly threatening to cut off 
business after insufficiently generous ratings. Thus there was a conflict of interest 
between accommodating clients — for whom higher ratings meant higher earnings — 
and accurately rating the debt for the benefit of the debt buyer/investors — who 
provided zero revenue to the agencies. 


Despite the profitability of the three big credit agencies — Moody's operating margins 
were consistently over 50%, higher than famously successful Exxon 

Mobil or Microsoft — salaries and bonuses for non-management were significantly 
lower than at Wall Street banks, and its employees complained of overwork. 


This incentivized agency rating analysts to seek employment at those Wall Street 
banks who were issuing mortgage securities, and who were particularly interested in 
the analysts' knowledge of what criteria their former employers used to rate 
securities. Inside knowledge of interest to security issuers eager to find loopholes 
included the fact that rating agencies looked at the average credit score of a pool of 
borrowers, but not how dispersed it was; that agencies ignored borrower's household 
income or length of credit history (explaining the large numbers of low income 
immigrants given mortgages—people "who had never failed to repay a debt, because 
they had never been given a loan"); that agencies were indifferent to credit worthiness 
issues of adjustable-rate mortgages with low teaser rates, "silent second" mortgages, 
or no-documentation mortgages. 


As of 2010, virtually all of the investigations of rating agencies, criminal as well as 
civil, are in their early stages. In New York, state prosecutors are examining whether 
eight banks duped the credit ratings agencies into inflating the grades of subprime- 
linked investments. In the dozens of suits filed against them by investors involving 
claims of inaccurate ratings the rating agencies have defended themselves using 

the First Amendment defense—that a credit rating is an opinion protected as free 
speech. In 2013, McClatchy Newspapers found that "little competition has emerged" 
since the Credit Rating Agency Reform Act of 2006 was passed "in rating the kinds of 
complex home-mortgage securities whose implosion led to the 2007 financial crisis". 
The Big Three's market share of outstanding credit rating has barely shrunk, moving 
from 98% to 97%. 
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Several steps were taken to reduce the regulation applied to banking institutions in the 
years leading up to the crisis. Further, major investment banks which collapsed during 
the crisis were not subject to the regulations applied to depository banks. In testimony 
before Congress both the Securities and Exchange Commission (SEC) and Alan 
Greenspan claimed failure in allowing the self-regulation of investment banks. 


In 1982, Congress passed the Alternative Mortgage Transactions Parity 

Act (AMTPA), which allowed non-federally chartered housing creditors to write 
adjustable-rate mortgages. This bi-partisan legislation was, according to the Urban 
Institute, intended to "increase the volume of loan products that reduced the up-front 
costs to borrowers in order to make homeownership more affordable." Among the 
new mortgage loan types created and gaining in popularity in the early 1980s were 
adjustable-rate, option adjustable-rate, balloon-payment and interest-only mortgages. 
Subsequent widespread abuses of predatory lending occurred with the use of 
adjustable-rate mortgages. Approximately 90% of subprime mortgages issued in 2006 
were adjustable-rate mortgages. 


The Glass-Steagall Act was enacted after the Great Depression. It 

separated commercial banks and investment banks, in part to avoid potential conflicts 
of interest between the lending activities of the former and rating activities of the 
latter. In 1999 Glass-Steagall was repealed by the Gramm-Leach-Bliley Act. 
Economist Joseph Stiglitz criticized the repeal of Glass Steagall because, in his 
opinion, it enabled the risk-taking culture of investment banking to dominate the more 
conservative commercial banking culture, leading to increased levels of risk-taking 
and leverage during the boom period. President Bill Clinton, who signed the 
legislation, dismissed its connection to the subprime mortgage crisis, stating (in 
2008): "I don't see that signing that bill had anything to do with the current crisis." 


The Commodity Futures Modernization Act of 2000 was bi-partisan legislation that 
formally exempted derivatives from regulation, supervision, trading on established 
exchanges, and capital reserve requirements for major participants. It "provided a 
legal safe harbor for treatment already in effect." Concerns that counterparties to 
derivative deals would be unable to pay their obligations caused pervasive uncertainty 
during the crisis. Particularly relevant to the crisis are credit default swaps (CDS), a 
derivative in which Party A pays Party B what is essentially an insurance premium, in 
exchange for payment should Party C default on its obligations. Warren 

Buffett famously referred to derivatives as "financial weapons of mass destruction" in 
early 2003. 


Former Fed Chair Alan Greenspan, who many economists blamed for the financial 
crisis, testified in October 2008 that he had trusted free markets to self-correct and had 
not anticipated the risk of reduced lending standards."Those of us who have looked to 
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the self-interest of lending institutions to protect shareholders’ equity, myself 
included, are in a state of shocked disbelief." 


Some analysts believe the subprime mortgage crisis was due, in part, to a 2004 
decision of the SEC that affected 5 large investment banks. The critics believe that 
changes in the capital reserve calculation rules enabled investment banks to 
substantially increase the level of debt they were taking on, fueling the growth in 
mortgage-backed securities supporting subprime mortgages. These banks dramatically 
increased their risk taking from 2003 to 2007. By the end of 2007, the largest five 
U.S. investment banks had over $4 trillion in debt with high ratios of debt to equity, 
meaning only a small decline in the value of their assets would render them insolvent. 
However, in an April 9, 2009 speech, Erik Sirri, then Director of the SEC's Division 
of Trading and Markets, argued that the regulatory weaknesses in leverage restrictions 
originated in the late 1970s: "The Commission did not undo any leverage restrictions 
in 2004," nor did it intend to make a substantial reduction. 


As part of the 1995 National Homeownership Strategy, HUD advocated greater 
involvement of state and local organizations in the promotion of affordable housing. 
In addition, it promoted the use of low or no-down payment loans and second, 
unsecured loans to the borrower to pay their down payments (if any) and closing 
costs. This idea manifested itself in "silent second" loans that became extremely 
popular in several states such as California, and in scores of cities such as San 
Francisco. Using federal funds and their own funds, these states and cities offered 
borrowers loans that would defray the cost of the down payment. The loans were 
called "silent" because the primary lender was not supposed to know about them. A 
Neighborhood Reinvestment Corporation (affiliated with HUD) publicity sheet 
explicitly described the desired secrecy: "[The NRC affiliates] hold the second 
mortgages. Instead of going to the family, the monthly voucher is paid to [the NRC 
affiliates]. In this way the voucher is "invisible" to the traditional lender and the 
family . 


Fannie Mae and Freddie Mac are government sponsored enterprises (GSE) that 
purchase mortgages, buy and sell mortgage-backed securities (MBS), and guarantee 
nearly half of the mortgages in the U.S. A variety of political and competitive 
pressures resulted in the GSEs ramping up their purchase and guarantee of risky 
mortgages in 2005 and 2006, just as the housing market was peaking. Fannie and 
Freddie were both under political pressure to expand purchases of higher-risk 
affordable housing mortgage types, and under significant competitive pressure from 
large investment banks and mortgage lenders. 


Nine of the ten members of the Financial Crisis Inquiry Commission reported in 2011 
that Fannie and Freddie "contributed to the crisis, but were not a primary cause", or 
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that since "credit spreads declined not just for housing, but also for other asset classes 
like commercial real estate ... problems with U.S. housing policy or markets [could] 
not by themselves explain the U.S. housing bubble." According to the Commission, 
GSE mortgage securities essentially maintained their value throughout the crisis and 
did not contribute to the significant financial firm losses that were central to the 
financial crisis. The GSEs participated in the expansion of subprime and other risky 
mortgages, but they followed rather than led Wall Street and other lenders into 
subprime lending. 


Several studies by the Government Accountability Office (GAO), Harvard Joint 
Center for Housing Studies, the Federal Housing Finance Agency, and several 
academic institutions summarized by economist Mike Konczal of the Roosevelt 
Institute, indicate Fannie and Freddie were not to blame for the crisis. A 2011 
statistical comparisons of regions of the US which were subject to GSE regulations 
with regions that were not, done by the Federal Reserve, found that GSEs played no 
significant role in the subprime crisis. In 2008, David Goldstein and Kevin G. Hall 
reported that more than 84 percent of the subprime mortgages came from private 
lending institutions in 2006, and the share of subprime loans insured by Fannie Mae 
and Freddie Mac decreased as the bubble got bigger (from a high of insuring 48 
percent to insuring 24 percent of all subprime loans in 2006). In 2008, another source 
found estimates by some analysts that Fannie's share of the subprime mortgage- 
backed securities market dropped from a peak of 44% in 2003 to 22% in 2005, before 
rising to 33% in 2007. 


Whether GSEs played a small role in the crisis because they were legally barred from 
engaging in subprime lending is disputed. Economist Russell Roberts cites a June 
2008 Washington Post article which stated that "[f]rom 2004 to 2006, the two [GSEs] 
purchased $434 billion in securities backed by subprime loans, creating a market for 
more such lending." Furthermore, a 2004 HUD report admitted that while trading 
securities that were backed by subprime mortgages was something that the GSEs 
officially disavowed, they nevertheless participated in the market. 


Insofar as Fannie and Freddie did purchase substandard loans, some analysts question 
whether government mandates for affordable housing were the motivation. In 
December 2011 the Securities and Exchange Commission charged the former Fannie 
Mae and Freddie Mac executives, accusing them of misleading investors about risks 
of subprime-mortgage loans and about the amount of subprime mortgage loans they 
held in portfolio. According to one analyst, "The SEC's facts paint a picture in which 
it wasn't high-minded government mandates that did the GSEs wrong, but rather the 
monomaniacal focus of top management on marketshare. With marketshare came 
bonuses and with bonuses came risk-taking, understood or not." However, there is 
evidence suggesting that governmental housing policies were a motivational factor. 
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Daniel H. Mudd, the former CEO of Fannie Mae, stated: "We were afraid that lenders 
would be selling products we weren't buying and Congress would feel like we weren't 
fulfilling our mission." Another senior Fannie Mae executive stated: "Everybody 
understood that we were now buying loans that we would have previously rejected, 
and that the models were telling us that we were charging way too little, but our 
mandate was to stay relevant and to serve low-income borrowers. So that's what we 
did." 


In his lone dissent to the majority and minority opinions of the FCIC, Peter J. 
Wallison of the American Enterprise Institute (AEI) blamed U.S. housing policy, 
including the actions of Fannie and Freddie, primarily for the crisis, writing: "When 
the bubble began to deflate in mid-2007, the low quality and high risk loans 
engendered by government policies failed in unprecedented numbers. The effect of 
these defaults was exacerbated by the fact that few if any investors — including 
housing market analysts — understood at the time that Fannie Mae and Freddie Mac 
had been acquiring large numbers of subprime and other high risk loans in order to 
meet HUD's affordable housing goals." His dissent relied heavily on the research of 
fellow AEI member Edward Pinto, the former Chief Credit Officer of Fannie Mae. 
Pinto estimated that by early 2008 there were 27 million higher-risk, "non-traditional" 
mortgages (defined as subprime and Alt-A) outstanding valued at $4.6 trillion. Of 
these, Fannie & Freddie held or guaranteed 12 million mortgages valued at $1.8 
trillion. Government entities held or guaranteed 19.2 million or $2.7 trillion of such 
mortgages total. 


One counter-argument to Wallison and Pinto's analysis is that the credit bubble was 
global and also affected the U.S. commercial real estate market, a scope beyond U.S. 
government housing policy pressures. The three Republican authors of the dissenting 
report to the FCIC majority opinion wrote in January 2011: "Credit spreads declined 
not just for housing, but also for other asset classes like commercial real estate. This 
tells us to look to the credit bubble as an essential cause of the U.S. housing bubble. It 
also tells us that problems with U.S. housing policy or markets do not by themselves 
explain the U.S. housing bubble." Economist Paul Krugman wrote in January 2010 
that Fannie Mae, Freddie Mac, CRA, or predatory lending were not primary causes of 
the bubble/bust in residential real estate because there was a bubble of similar 
magnitude in commercial real estate in America. 


Countering the analysis of Krugman and members of the FCIC, Peter Wallison argues 
that the crisis was caused by the bursting of a real estate bubble that was supported 
largely by low or no-down-payment loans, which was uniquely the case for 

U.S. residential housing loans. He states: "It is not true that every bubble — even a 
large bubble — has the potential to cause a financial crisis when it deflates." As an 
example, Wallison notes that other developed countries had "large bubbles during the 
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1997-2007 period" but "the losses associated with mortgage delinquencies and 
defaults when these bubbles deflated were far lower than the losses suffered in the 
United States when the 1997-2007 [bubble] deflated." 


Other analysis calls into question the validity of comparing the residential loan crisis 
to the commercial loan crisis. After researching the default of commercial loans 
during the financial crisis, Xudong An and Anthony B. Sanders reported (in 
December 2010): "We find limited evidence that substantial deterioration in CMBS 
[commercial mortgage-backed securities] loan underwriting occurred prior to the 
crisis." Other analysts support the contention that the crisis in commercial real estate 
and related lending took place after the crisis in residential real estate. Business 
journalist Kimberly Amadeo wrote "The first signs of decline in residential real estate 
occurred in 2006. Three years later, commercial real estate started feeling the 
effects." Denice A. Gierach, a real estate attorney and CPA, wrote: 


...most of the commercial real estate loans were good loans destroyed by a really bad 
economy. In other words, the borrowers did not cause the loans to go bad, it was the 
economy. 


A second counter-argument to Wallison's dissent is that the definition of "non- 
traditional mortgages" used in Pinto's analysis overstated the number of risky 
mortgages in the system by including Alt-A, which was not necessarily high-risk. 
Krugman explained in July 2011 that the data provided by Pinto significantly 
overstated the number of subprime loans, citing the work of economist Mike Konczal: 
"As Konczal says, all of this stuff relies on a form of three-card monte: you talk about 
‘subprime and other high-risk’ loans, lumping subprime with other loans that are not, it 
turns out, anywhere near as risky as actual subprime; then use this essentially fake 
aggregate to make it seem as if Fannie/Freddie were actually at the core of the 
problem." 


Central banks manage monetary policy and may target the rate of inflation. They have 
some authority over commercial banks and possibly other financial institutions. They 
are less concerned with avoiding asset price bubbles, such as the housing 

bubble and dot-com bubble. Central banks have generally chosen to react after such 
bubbles burst so as to minimize collateral damage to the economy, rather than trying 
to prevent or stop the bubble itself. This is because identifying an asset bubble and 
determining the proper monetary policy to deflate it are matters of debate among 
economists. 


Some market observers have been concerned that Federal Reserve actions could give 
rise to moral hazard. A Government Accountability Office critic said that the Federal 
Reserve Bank of New York's rescue of Long-Term Capital Management in 1998 
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would encourage large financial institutions to believe that the Federal Reserve would 
intervene on their behalf if risky loans went sour because they were "too big to fail.” 


A contributing factor to the rise in house prices was the Federal Reserve's lowering of 
interest rates early in the decade. From 2000 to 2003, the Federal Reserve lowered 
the federal funds rate target from 6.5% to 1.0%.This was done to soften the effects of 
the collapse of the dot-com bubble and of the September 2001 terrorist attacks, and to 
combat the perceived risk of deflation. 


The Fed believed that interest rates could be lowered safely primarily because the rate 
of inflation was low; it disregarded other important factors. According to Richard W. 
Fisher, President and CEO of the Federal Reserve Bank of Dallas, the Fed's interest 
rate policy during the early 2000s (decade) was misguided, because measured 
inflation in those years was below true inflation, which led to a monetary policy that 
contributed to the housing bubble. 


Ben Bernanke and Alan Greenspan — both former chairmen of the Federal Reserve 
— disagree, arguing decisions on purchasing a home depends on long-term interest 
rates on mortgages not the short-term rates controlled by the Fed. According to 
Greenspan, "between 1971 and 2002, the fed funds rate and the mortgage rate moved 
in lock-step," but when the Fed started to raise rates in 2004, mortgage rates diverged, 
continuing to fall (or at least rise) for another year . Construction of new homes didn't 
peak until January 2006. Bernanke speculates that a world wide "saving glut" pushed 
capital or savings into the United States, keeping long-term interest rates low and 
independent of Central Bank action. 


Agreeing with Fisher that the low interest rate policy of the Greenspan Fed both 
allowed and motivated investors to seek out risk investments offering higher returns, 
is finance economist Raghuram Rajanwho argues that the underlying causes of the 
American economy's tendency to go "from bubble to bubble" fueled by unsustainable 
monetary stimulation, are the "weak safety nets" for the unemployed, which made 
"the US political system ... acutely sensitive to job growth";and attempts to 
compensate for the stagnant income of the middle and lower classes with easy credit 
to boost their consumption. 


Economist Thomas Sowell wrote that the Fed's decision to steadily raise interest rates 
was a key factor that ended the housing bubble. The Fed raised rates from the 
unusually low level of one percent in 2004 to a more typical 5.25% in 2006. By 
driving mortgage rates higher, the Fed "made monthly mortgage payments more 
expensive and therefore reduced the demand for housing." He referred to the Fed 
action as the "nudge" that collapsed the "house of cards" created by lax lending 
standards, affordable housing policies, and the preceding period of low interest rates. 
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Former Federal Deposit Insurance Corporation Chair William Isaac placed much of 
the blame for the subprime mortgage crisis on the Securities and Exchange 
Commission and its fair-value accounting rules, especially the requirement for banks 
to mark their assets to market, particularly mortgage-backed securities. Whether or 
not this is true has been the subject of ongoing debate. 


The debate arises because this accounting rule requires companies to adjust the value 
of marketable securities (such as the mortgage-backed securities (MBS) at the center 
of the crisis) to their market value. The intent of the standard is to help investors 
understand the value of these assets at a point in time, rather than just their historical 
purchase price. Because the market for these assets is distressed, it is difficult to sell 
many MBS at other than prices which may (or may not) be reflective of market 
stresses, which may be below the value that the mortgage cash flow related to the 
MBS would merit. As initially interpreted by companies and their auditors, the 
typically lower sale value was used as the market value rather than the cash flow 
value. Many large financial institutions recognized significant losses during 2007 and 
2008 as a result of marking-down MBS asset prices to market value. 


In 2005, Ben Bernanke addressed the implications of the United States's high and 
rising current account deficit, resulting from U.S. investment exceeding its savings, or 
imports exceeding exports. Between 1996 and 2004, the U.S. current account deficit 
increased by $650 billion, from 1.5% to 5.8% of GDP. The U.S. attracted a great deal 
of foreign investment, mainly from the emerging economies in Asia and oil-exporting 
nations. The balance of payments identity requires that a country (such as the U.S.) 
running a current account deficit also have a capital account (investment) surplus of 
the same amount. Foreign investors had these funds to lend, either because they had 
very high personal savings rates (as high as 40% in China), or because of high oil 
prices. 


Bernanke referred to this as a "saving glut" that may have pushed capital into the 
United States, a view differing from that of some other economists, who view such 
capital as having been pulled into the U.S. by its high consumption levels. In other 
words, a nation cannot consume more than its income unless it sells assets to 
foreigners, or foreigners are willing to lend to it. Alternatively, if a nation wishes to 
increase domestic investment in plant and equipment, it will also increase its level of 
imports to maintain balance if it has a floating exchange rate. 


Regardless of the push or pull view, a "flood" of funds (capital or liquidity) reached 
the U.S. financial market. Foreign governments supplied funds by purchasing U.S. 
Treasury bonds and thus avoided much of the direct impact of the crisis. American 
households, on the other hand, used funds borrowed from foreigners to finance 
consumption or to bid up the prices of housing and financial assets. Financial 


1S? 


institutions invested foreign funds in mortgage-backed securities. American housing 
and financial assets dramatically declined in value after the housing bubble burst. 


Economist Joseph Stiglitz wrote in October 2011 that the recession and high 
unemployment of the 2009-2011 period was years in the making and driven by: 
unsustainable consumption; high manufacturing productivity outpacing demand 
thereby increasing unemployment; income inequality that shifted income from those 
who tended to spend it (i.e., the middle class) to those who do not (i.e., the wealthy); 
and emerging market's buildup of reserves (to the tune of $7.6 trillion by 2011) which 
was not spent. These factors all led to a "massive" shortfall in aggregate demand, 
which was "papered over" by demand related to the housing bubble until it burst. 


As U.S. housing prices began to fall from their 2006 peak, global investors became 
less willing to invest in mortgage-backed securities (MBS). The crisis began to affect 
the financial sector in February 2007, when HSBC, one of the world's largest banks, 
wrote down its holdings of subprime-related mortgage securities by $10.5 billion, the 
first major subprime related loss to be reported. By April 2007, over 50 mortgage 
companies had declared bankruptcy, many of which had specialized in subprime 
mortgages, the largest of which was New Century Financial. At least 

100 mortgage companies either shut down, suspended operations or were sold during 
2007. These mortgage companies made money on the origination and sale of 
mortgages, rather than interest from holding the mortgage. They had relied on 
continuing access to this global pool of investor capital to continue their operations; 
when investor capital dried-up, they were forced into bankruptcy. 


Other parts of the shadow banking system also encountered difficulty. Legal entities 
known as structured investment vehicles (SIV) and hedge funds had borrowed from 
investors and bought MBS. When mortgage defaults rose along with the fall in 
housing prices, the value of the MBS declined. Investors demanded that these entities 
put up additional collateral or be forced to pay back the investors immediately, a form 
of margin call. This resulted in further sales of MBS, which lowered MBS prices 
further. This dynamic of margin call and price reductions contributed to the collapse 
of two Bear Stearns hedge funds in July 2007, an event which economist Mark 

Zandi referred to as "arguably the proximate catalyst" of the crisis in financial 
markets. On August 9, 2007 French bank BNP Paribas announced that it was halting 
redemptions on three investment funds due to subprime problems, another "beginning 
point" of the crisis to some observers. 


Investment banks such as Bear Stearns had legal obligations to provide financial 
support to these entities, which created a cash drain. Bear Stearns reported the first 
quarterly loss in its history during November 2007 and obtained additional financing 
from a Chinese sovereign wealth fund. Investment banks Merrill Lynch and Morgan 
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Stanley had also obtained additional capital from sovereign wealth funds in Asia and 
the Middle East during late 2007. 


The major investment banks had also increased their own borrowing and investing as 
the bubble expanded, taking on additional risk in the search for profit. For example, as 
of November 30, 2006, Bear Stearns reported $383.6 billion in liabilities and $11.8 
billion in equity, a leverage ratio of approximately 33. This high leverage ratio meant 
that only a 3% reduction in the value of its assets would render it insolvent. 


Unable to withstand the combination of high leverage, reduced access to capital, loss 
in the value of its MBS securities portfolio, and claims from its hedge funds, it 
collapsed during March 2008. Historian Robin Blackburn wrote: "The Wall Street 
investment banks and brokerages hemorrhaged $175 billion of capital in the period 
July 2007 to March 2008, and Bear Stearns, the fifth largest, was 'rescued' in March, 
at a fire-sale price, by JP Morgan Chase with the help of $29 billion of guarantees 
from the Federal Reserve." 


Financial market conditions continued to worsen during 2008. By August 

2008, financial firms around the globe had written down their holdings of subprime 
related securities by US$501 billion. The IMF estimated that financial institutions 
around the globe would eventually have to write off $1.5 trillion of their holdings of 
subprime MBSs. About $750 billion in such losses had been recognized as of 
November 2008. These losses wiped out much of the capital of the world banking 
system. Banks headquartered in nations that have signed the Basel Accords must have 
so many cents of capital for every dollar of credit extended to consumers and 
businesses. Thus the massive reduction in bank capital just described has reduced the 
credit available to businesses and households. 


The crisis hit a critical point in September 2008 with the failure, buyout or bailout of 
the largest entities in the U.S. shadow banking system. Investment bank Lehman 
Brothers failed, while Merrill Lynch was purchased by Bank of America. Investment 
banks Goldman Sachs and Morgan Stanley obtained depository bank holding charters, 
which gave them access to emergency lines of credit from the Federal 

Reserve. Government-sponsored enterprises Fannie Mae and Freddie Mac were taken 
over by the federal government. Insurance giant AIG, which had sold insurance-like 
protection for mortgage-backed securities, did not have the capital to honor its 
commitments; U.S. taxpayers covered its obligations instead in a bailout that 
exceeded $100 billion. 


Further, there was the equivalent of a bank run on other parts of the shadow system, 
which severely disrupted the ability of non-financial institutions to obtain the funds to 
run their daily operations. During a one-week period in September 2008, $170 billion 
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were withdrawn from US money funds, causing the Federal Reserve to announce that 
it would guarantee these funds up to a point. The money market had been a key source 
of credit for banks (CDs) and nonfinancial firms (commercial paper). The TED 

spread a measure of the risk of interbank lending, quadrupled shortly after the Lehman 
failure. This credit freeze brought the global financial system to the brink of collapse. 


In a dramatic meeting on September 18, 2008, Treasury Secretary Henry Paulson and 
Fed Chairman Ben Bernanke met with key legislators to propose a $700 billion 
emergency bailout of the banking system. Bernanke reportedly told them: "If we don't 
do this, we may not have an economy on Monday." The Emergency Economic 
Stabilization Act, also called the Troubled Asset Relief Program (TARP), was signed 
into law on October 3, 2008. 


In a nine-day period from Oct. 1—9, the S&P 500 fell a staggering 251 points, losing 
21.6% of its value. The week of Oct. 6-10 saw the largest percentage drop in the 
history of the Dow Jones Industrial Average — even worse than any single week in 
the Great Depression. 


The response of the US Federal Reserve, the European Central Bank, and other 
central banks was dramatic. During the last quarter of 2008, these central banks 
purchased US$2.5 trillion of government debt and troubled private assets from banks. 
This was the largest liquidity injection into the credit market, and the largest monetary 
policy action, in world history. The governments of European nations and the US also 
raised the capital of their national banking systems by $1.5 trillion, by purchasing 
newly issued preferred stock in their major banks. On Dec. 16, 2008, the Federal 
Reserve cut the Federal funds rateto 0O—-0.25%, where it remained until December 
2015; this period of zero interest-rate policy was unprecedented in U.S. history. 


The crisis in Europe generally progressed from banking system crises to sovereign 
debt crises, as many countries elected to bail out their banking systems using taxpayer 
money. Greece was different in that it concealed large public debts in addition to 
issues within its banking system. Several countries received bailout packages from the 
"troika" (European Commission, European Central Bank, International Monetary 
Fund), which also implemented a series of emergency measures. 


Many European countries embarked on austerity programs, reducing their budget 
deficits relative to GDP from 2010 to 2011. For example, according to the CIA World 
Factbook Greece improved its budget deficit from 10.4% GDP in 2010 to 9.6% in 
2011. Iceland, Italy, Ireland, Portugal, France, and Spain also improved their budget 
deficits from 2010 to 2011 relative to GDP. 
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However, with the exception of Germany, each of these countries had public-debt-to- 
GDP ratios that increased (i.e., worsened) from 2010 to 2011, as indicated in the chart 
shown here. Greece's public-debt-to-GDP ratio increased from 143% in 2010 to 165% 
in 2011. This indicates that despite improving budget deficits, GDP growth was not 
sufficient to support a decline (improvement) in the debt-to-GDP ratio for these 
countries during this period. Eurostat reported that the debt to GDP ratio for the 17 
Euro area countries together was 70.1% in 2008, 79.9% in 2009, 85.3% in 2010, and 
87.2% in 2011. 


Unemployment is another variable that might be considered in evaluating austerity 
measures. According to the CIA World Factbook, from 2010 to 2011, the 
unemployment rates in Spain, Greece, Ireland, Portugal, and the UK increased. France 
and Italy had no significant changes, while in Germany and Iceland the 
unemployment rate declined. Eurostat reported that Eurozone unemployment reached 
record levels in September 2012 at 11.6%, up from 10.3% the prior year. 
Unemployment varied significantly by country. 


Economist Martin Wolf analyzed the relationship between cumulative GDP growth 
from 2008 to 2012 and total reduction in budget deficits due to austerity policies in 
several European countries during April 2012. He concluded that: "In all, there is no 
evidence here that large fiscal contractions [budget deficit reductions] bring benefits 
to confidence and growth that offset the direct effects of the contractions. They bring 
exactly what one would expect: small contractions bring recessions and big 
contractions bring depressions." Changes in budget balances (deficits or 

surpluses) explainedapproximately 53% of the change in GDP, according to the 
equation derived from the IMF data used in his analysis. 


Economist Paul Krugman analyzed the relationship between GDP and reduction in 
budget deficits for several European countries in April 2012 and concluded that 
austerity was slowing growth, similar to Martin Wolf. He also wrote: "this also 
implies that 1 euro of austerity yields only about 0.4 euros of reduced deficit, even in 
the short run. No wonder, then, that the whole austerity enterprise is spiraling into 
disaster." 


The crisis had a significant and long-lasting impact on U.S. employment. During 

the Great Recession, 8.5 million jobs were lost from the peak employment in early 
2008 of approximately 138 million to the trough in February 2010 of 129 million, 
roughly 6% of the workforce. From February 2010 to September 2012, approximately 
4.3 million jobs were added, offsetting roughly half the losses. 


In Spring 2011 there were about a million homes in foreclosure in the United States, 
several million more in the pipeline, and 872,000 previously foreclosed homes in the 
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hands of banks. Sales were slow; economists estimated that it would take three years 
to clear the backlogged inventory. According to Mark Zandi of Moody's Analytics, 
home prices were falling and could be expected to fall further during 2011. However, 
the rate of new borrowers falling behind in mortgage payments had begun to decrease. 


The New York Times reported in January 2015 that: "About 17% of all homeowners 
are still 'upside down’ on their mortgages ... That's down from 21% in the third quarter 
of 2013, and the 2012 peak of 31%." Foreclosures as of October 2014 were down 
26% from the prior year, at 41,000 completed foreclosures. That was 65% below the 
peak in September 2010 (roughly 117,000), but still above the pre-crisis (2000-2006) 
average of 21,000 per month. 


Research indicates recovery from financial crises can be protracted, with lengthy 
periods of high unemployment and substandard economic growth. Economist Carmen 
Reinhart stated in August 2011: "Debt de-leveraging [reduction] takes about seven 
years ... And in the decade following severe financial crises, you tend to grow by | to 
1.5 percentage points less than in the decade before, because the decade before was 
fueled by a boom in private borrowing, and not all of that growth was real. The 
unemployment figures in advanced economies after falls are also very dark. 
Unemployment remains anchored about five percentage points above what it was in 
the decade before." 


During the crisis and ensuing recession, U.S. consumers increased their savings as 
they paid down debt (""deleveraged") but corporations simultaneously were reducing 
their investment. In a healthy economy, private sector savings placed into the banking 
system is borrowed and invested by companies. This investment is one of the major 
components of GDP. A private sector financial deficit from 2004 to 2008 transitioned 
to a large surplus of savings over investment that exceeded $1 trillion by early 2009 
and remained above $800 billion as of September 2012. Part of this investment 
reduction related to the housing market, a major component of investment in the GDP 
computation. This surplus explains how even significant government deficit spending 
would not increase interest rates and how Federal Reserve action to increase the 
money supply does not result in inflation, because the economy is awash with savings 
with no place to go. 


Economist Richard Koo described similar effects for several of the developed world 
economies in December 2011: "Today private sectors in the U.S., the U.K., Spain, and 
Ireland (but not Greece) are undergoing massive deleveraging in spite of record low 
interest rates. This means these countries are all in serious balance sheet recessions. 
The private sectors in Japan and Germany are not borrowing, either. With borrowers 
disappearing and banks reluctant to lend, it is no wonder that, after nearly three years 
of record low interest rates and massive liquidity injections, industrial economies are 
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still doing so poorly. Flow of funds data for the U.S. show a massive shift away from 
borrowing to savings by the private sector since the housing bubble burst in 2007. The 
shift for the private sector as a whole represents over 9 percent of U.S. GDP at a time 
of zero interest rates. Moreover, this increase in private sector savings exceeds the 
increase in government borrowings (5.8 percent of GDP), which suggests that the 
government is not doing enough to offset private sector deleveraging." 


Economist Martin Wolf explained in July 2012 that government fiscal balance is one 
of three major financial sectoral balances in the U.S. economy, the others being the 
foreign financial sector and the private financial sector. The sum of the surpluses or 
deficits across these three sectors must be zero by definition. In the U.S., a foreign 
financial surplus (or capital surplus) exists because capital is imported (net) to fund 
the trade deficit. Further, there is a private sector financial surplus due to household 
savings exceeding business investment. By definition, there must therefore exist a 
government budget deficit so all three net to zero. The government sector includes 
federal, state and local. For example, the government budget deficit in 2011 was 
approximately 10% GDP (8.6% GDP of which was federal), offsetting a capital 
surplus of 4% GDP and a private sector surplus of 6% GDP. 


Wolf argued that the sudden shift in the private sector from deficit to surplus forced 
the government balance into deficit, writing: "The financial balance of the private 
sector shifted towards surplus by the almost unbelievable cumulative total of 11.2 per 
cent of gross domestic product between the third quarter of 2007 and the second 
quarter of 2009, which was when the financial deficit of US government (federal and 
state) reached its peak...No fiscal policy changes explain the collapse into massive 
fiscal deficit between 2007 and 2009, because there was none of any importance. The 
collapse is explained by the massive shift of the private sector from financial deficit 
into surplus or, in other words, from boom to bust." 


Losses on mortgage-backed securities and other assets purchased with borrowed 
money have dramatically reduced the capital base of financial institutions, rendering 
many either insolvent or less capable of lending. Governments have provided funds to 
banks. Some banks have taken significant steps to acquire additional capital from 
private sources. 


The U.S. government passed the Emergency Economic Stabilization Act of 

2008 (EESA or TARP) during October 2008. This law included $700 billion in 
funding for the "Troubled Assets Relief Program" (TARP). Following a model 
initiated by the United Kingdom bank rescue package, $205 billion was used in 

the Capital Purchase Program to lend funds to banks in exchange for dividend-paying 
preferred stock. 
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Another method of recapitalizing banks is for government and private investors to 
provide cash in exchange for mortgage-related assets (1.e., "toxic" or "legacy" assets), 
improving the quality of bank capital while reducing uncertainty regarding the 
financial position of banks. U.S. Treasury Secretary Timothy Geithner announced a 
plan during March 2009 to purchase "legacy" or "toxic" assets from banks. 

The Public-Private Partnership Investment Program involves government loans and 
guarantees to encourage private investors to provide funds to purchase toxic assets 
from banks. 


As of April 2012, the government had recovered $300 billion of the $414 billion that 
was ultimately distributed to them via TARP. Some elements of TARP such as 
foreclosure prevention aid will not be paid back. Estimated taxpayer losses were $60 
billion. 


For a summary of U.S. government financial commitments and investments related to 
the crisis, see CNN — Bailout Scorecard. 


For a summary of TARP funds provided to U.S. banks as of December 2008, 
see Reuters-TARP Funds. 


Several major financial institutions either failed, were bailed out by governments, or 
merged (voluntarily or otherwise) during the crisis. While the specific circumstances 
varied, in general the decline in the value of mortgage-backed securities held by these 
companies resulted in either their insolvency, the equivalent of bank runs as investors 
pulled funds from them, or inability to secure new funding in the credit markets. 
These firms had typically borrowed and invested large sums of money relative to their 
cash or equity capital, meaning they were highly leveraged and vulnerable to 
unanticipated credit market disruptions. 


The five largest U.S. investment banks, with combined liabilities or debts of $4 
trillion, either went bankrupt (Lehman Brothers), were taken over by other companies 
(Bear Stearns and Merrill Lynch), or were bailed out by the U.S. government 
(Goldman Sachs and Morgan Stanley) during 2008. Government-sponsored 
enterprises (GSE) Fannie Mae and Freddie Mac either directly owed or guaranteed 
nearly $5 trillion in mortgage obligations, with a similarly weak capital base, when 
they were placed into receivership in September 2008. For scale, this $9 trillion in 
obligations concentrated in seven highly leveraged institutions can be compared to the 
$14 trillion size of the U.S. economy (GDP) or to the total national debt of $10 trillion 
in September 2008. 


Major depository banks around the world had also used financial innovations such 
as structured investment vehicles to circumvent capital ratio regulations. Notable 
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global failures included Northern Rock, which was nationalized at an estimated cost 
of £87 billion ($150 billion). In the U.S., Washington Mutual (WaMu) was seized in 
September 2008 by the US Office of Thrift Supervision (OTS). This would be 
followed by the "shotgun wedding" of Wells Fargo and Wachovia after it was 
speculated that without the merger Wachovia was also going to fail. Dozens of U.S. 
banks received funds as part of the TARP or $700 billion bailout. The TARP funds 
gained some controversy after PNC Financial Services received TARP money, only to 
turn around hours later and purchase the struggling National City Corp., which itself 
had become a victim of the subprime crisis. 


As aresult of the financial crisis in 2008, twenty-five U.S. banks became insolvent 
and were taken over by the FDIC. As of August 14, 2009, an additional 77 banks 
became insolvent. This seven-month tally surpasses the 50 banks that were seized in 
all of 1993, but is still much smaller than the number of failed banking institutions in 
1992, 1991, and 1990. The United States has lost over 6 million jobs since the 
recession began in December 2007. 


The FDIC deposit insurance fund, supported by fees on insured banks, fell to $13 
billion in the first quarter of 2009. That is the lowest total since September 1993. 


According to some, the bailouts could be traced directly to Alan Greenspan's efforts to 
reflate the stock market and the economy after the tech stock bust, and specifically to 
a February 23, 2004 speech Mr. Greenspan made to the Mortgage Bankers 
Association where he suggested that the time had come to push average American 
borrowers into more exotic loans with variable rates, or deferred interest. This 
argument suggests that Mr. Greenspan sought to enlist banks to expand lending and 
debt to stimulate asset prices and that the Federal Reserve and US Treasury 
Department would back any losses that might result. As early as March 2007 some 
commentators predicted that a bailout of the banks would exceed $1 trillion, at a time 
when Ben Bernanke, Alan Greenspan and Henry Paulson all claimed that mortgage 
problems were "contained" to the subprime market and no bailout of the financial 
sector would be necessary. 


Both lenders and borrowers may benefit from avoiding foreclosure, which is a costly 
and lengthy process. Some lenders have offered troubled borrowers more favorable 
mortgage terms (e.g. refinancing, loan modification or loss mitigation). Borrowers 
have also been encouraged to contact their lenders to discuss alternatives. 


The Economist described the issue this way in February 2009: "No part of the 
financial crisis has received so much attention, with so little to show for it, as the tidal 
wave of home foreclosures sweeping over America. Government programmes have 
been ineffectual, and private efforts not much better." Up to 9 million homes may 
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enter foreclosure over the 2009-2011 period, versus one million in a typical year. At 
roughly U.S. $50,000 per foreclosure according to a 2006 study by the Chicago 
Federal Reserve Bank, 9 million foreclosures represents $450 billion in losses. 


A variety of voluntary private and government-administered or supported programs 
were implemented during 2007—2009 to assist homeowners with case-by-case 
mortgage assistance, to mitigate the foreclosure crisis engulfing the U.S. One example 
is the Hope Now Alliance, an ongoing collaborative effort between the US 
Government and private industry to help certain subprime borrowers. In February 
2008, the Alliance reported that during the second half of 2007, it had helped 545,000 
subprime borrowers with shaky credit, or 7.7% of 7.1 million subprime loans 
outstanding as of September 2007. A spokesperson for the Alliance acknowledged 
that much more must be done. 


During late 2008, major banks and both Fannie Mae and Freddie Mac established 
moratoriums (delays) on foreclosures, to give homeowners time to work towards 
refinancing. 


Critics have argued that the case-by-case loan modification method is ineffective, with 
too few homeowners assisted relative to the number of foreclosures and with nearly 
40% of those assisted homeowners again becoming delinquent within 8 months. In 
December 2008, the U.S. FDIC reported that more than half of mortgages modified 
during the first half of 2008 were delinquent again, in many cases because payments 
were not reduced or mortgage debt was not forgiven. This is further evidence that 
case-by-case loan modification is not effective as a policy tool. 


In February 2009, economists Nouriel Roubini and Mark Zandi recommended an 
"across the board" (systemic) reduction of mortgage principal balances by as much as 
20-30%. Lowering the mortgage balance would help lower monthly payments and 
also address an estimated 20 million homeowners that may have a financial incentive 
to enter voluntary foreclosure because they are "underwater" (i.e. the mortgage 
balance is larger than the home value). 


A study by the Federal Reserve Bank of Boston indicated that banks were reluctant to 
modify loans. Only 3% of seriously delinquent homeowners had their mortgage 
payments reduced during 2008. In addition, investors who hold MBS and have a say 
in mortgage modifications have not been a significant impediment; the study found no 
difference in the rate of assistance whether the loans were controlled by the bank or 
by investors. Commenting on the study, economists Dean Baker and Paul Willen both 
advocated providing funds directly to homeowners instead of banks. 
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The Los Angeles Times reported the results of a study that found homeowners with 
high credit scores at the time of entering the mortgage are 50% more likely to 
"strategically default" — abruptly and intentionally pull the plug and abandon the 
mortgage — compared with lower-scoring borrowers. Such strategic defaults were 
heavily concentrated in markets with the highest price declines. An estimated 588,000 
strategic defaults occurred nationwide during 2008, more than double the total in 
2007. They represented 18% of all serious delinquencies that extended for more than 
60 days in the fourth quarter of 2008. 


U.S. banks have paid considerable fines from legal settlements due to mortgage- 
related activities. The Economist estimated that from 2008 through October 2013, 
U.S. banks had agreed to $95 billion in mortgage-related penalties. Settlement 
amounts included Bank of America ($47.2B), JP Morgan Chase ($22.3B), Wells 
Fargo ($9.8B), Citigroup ($6.2B) and Goldman-Sachs ($0.9B). Bloomberg reported 
that from the end of 2010 to October 2013, the six largest Wall St. banks had agreed 
to pay $67 billion. CNBC reported in April 2015 that banking fines and penalties 
totaled $150 billion between 2007 and 2014, versus $700 billion in profits over that 
time. 


Many of these fines were obtained via the efforts of President Obama's Financial 
Fraud Enforcement Task Force (FFETF), which was created in November 2009 to 
investigate and prosecute financial crimes. The FFETF involves over 20 federal 
agencies, 94 U.S. Attorney's offices, and state and local partners. One of its eight 
working groups, the Residential Mortgage Backed Securities (RMBS) Working 
Group, was created in 2012 and is involved in investigating and negotiating many of 
the fines and penalties described above. 


Estimates of impact have continued to climb. During April 2008, International 
Monetary Fund (IMF) estimated that global losses for financial institutions would 
approach $1 trillion. One year later, the IMF estimated cumulative losses of banks and 
other financial institutions globally would exceed $4 trillion. 


Francis Fukuyama has argued that the crisis represents the end of Reaganism in the 
financial sector, which was characterized by lighter regulation, pared-back 
government, and lower taxes. Significant financial sector regulatory changes are 
expected as a result of the crisis. 


Fareed Zakaria believes that the crisis may force Americans and their government to 
live within their means. Further, some of the best minds may be redeployed 

from financial engineering to more valuable business activities, or to science and 
technology. 


167 


Roger Altman wrote that "the crash of 2008 has inflicted profound damage on [the 
U.S.] financial system, its economy, and its standing in the world; the crisis is an 
important geopolitical setback...the crisis has coincided with historical forces that 
were already shifting the world's focus away from the United States. Over the medium 
term, the United States will have to operate from a smaller global platform — while 
others, especially China, will have a chance to rise faster." 


GE CEO Jeffrey Immelt has argued that U.S. trade deficits and budget deficits are 
unsustainable. America must regain its competitiveness through innovative products, 
training of production workers, and business leadership. He advocates specific 
national goals related to energy security or independence, specific technologies, 
expansion of the manufacturing job base, and net exporter status. "The world has been 
reset. Now we must lead an aggressive American renewal to win in the future." Of 
critical importance, he said, is the need to focus on technology and manufacturing. 
"Many bought into the idea that America could go from a technology-based, export- 
oriented powerhouse to a services-led, consumption-based economy — and somehow 
still expect to prosper," Jeff said. "That idea was flat wrong." 


Economist Paul Krugman wrote in 2009: "The prosperity of a few years ago, such as 
it was — profits were terrific, wages not so much — depended on a huge bubble in 
housing, which replaced an earlier huge bubble in stocks. And since the housing 
bubble isn't coming back, the spending that sustained the economy in the pre-crisis 
years isn't coming back either." Niall Ferguson stated that excluding the effect of 
home equity extraction, the U.S. economy grew at a 1% rate during the Bush years. 
Microsoft CEO Steve Ballmer has argued that this is an economic reset at a lower 
level, rather than a recession, meaning that no quick recovery to pre-recession levels 
can be expected. 


The U.S. Federal government's efforts to support the global financial system have 
resulted in significant new financial commitments, totaling $7 trillion by November, 
2008. These commitments can be characterized as investments, loans, and loan 
guarantees, rather than direct expenditures. In many cases, the government purchased 
financial assets such as commercial paper, mortgage-backed securities, or other types 
of asset-backed paper, to enhance liquidity in frozen markets. As the crisis has 
progressed, the Fed has expanded the collateral against which it is willing to lend to 
include higher-risk assets. 


The Economist wrote in May 2009: "Having spent a fortune bailing out their banks, 
Western governments will have to pay a price in terms of higher taxes to meet the 
interest on that debt. In the case of countries (like Britain and America) that have trade 
as well as budget deficits, those higher taxes will be needed to meet the claims of 
foreign creditors. Given the political implications of such austerity, the temptation 
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will be to default by stealth, by letting their currencies depreciate. Investors are 
increasingly alive to this danger..." 


The crisis has cast doubt on the legacy of Alan Greenspan, the Chairman of the 
Federal Reserve System from 1986 to January 2006. Senator Chris Dodd claimed that 
Greenspan created the "perfect storm".When asked to comment on the crisis, 
Greenspan spoke as follows: 


The current credit crisis will come to an end when the overhang of inventories of 
newly built homes is largely liquidated, and home price deflation comes to an end. 
That will stabilize the now-uncertain value of the home equity that acts as a buffer for 
all home mortgages, but most importantly for those held as collateral for residential 
mortgage-backed securities. Very large losses will, no doubt, be taken as a 
consequence of the crisis. But after a period of protracted adjustment, the U.S. 
economy, and the world economy more generally, will be able to get back to business. 


The recession officially ended in the second quarter of 2009, but the nation's economy 
continued to be described as in an "economic malaise" during the second quarter of 
2011. Some economists described the post-recession years as the 

weakest recovery since the Great Depression and World War II. The weak economic 
recovery has led many to call it a "Zombie Economy", so-called because it is neither 
dead nor alive. Household incomes, as of August 2012, had fallen more since the end 
of the recession, than during the 18-month recession, falling an additional 4.8% since 
the end of the recession, totally to 7.2% since the December 2007 level. Additionally 
as of September 2012, the long-term unemployment is the highest it has been since 
World War II, and the unemployment rate peaked several months after the end of the 
recession (10.1% in October 2009) and was above 8% until September 2012 (7.8%) . 
The Federal Reserve kept interest rates at a historically low 0.25% from December 
2008 until December 2015, when it began to raise them again. 


However, the Great Recession was different in kind from the all the recessions since 
the Great Depression, as it also involved a banking crisis and the de-leveraging (debt 
reduction) of highly indebted households. Research indicates recovery from financial 
crises can be protracted, with lengthy periods of high unemployment and substandard 
economic growth. Economist Carmen Reinhart stated in August 2011: "Debt de- 
leveraging [reduction] takes about seven years ... And in the decade following severe 
financial crises, you tend to grow by | to 1.5 percentage points less than in the decade 
before, because the decade before was fueled by a boom in private borrowing, and not 
all of that growth was real. The unemployment figures in advanced economies after 
falls are also very dark. Unemployment remains anchored about five percentage 
points above what it was in the decade before." 
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Several key economic variables (e.g., Job level, real GDP per capita, household net 
worth, and the federal budget deficit) hit their low point (trough) in 2009 or 2010, 
after which they began to turn upward, recovering to pre-recession (2007) levels 
between late 2012 and May 2014 (close to Reinhart's prediction), which marked the 
recovery of all jobs lost during the recession. Real median household income fell to a 
trough of $53,331 in 2012, but recovered to an all-time high of $59,039 by 2016. 
However, the gains during the recovery were very unevenly distributed. 

Economist Emmanuel Saez wrote in June 2016 that the top 1% of families captured 
52% of the total real income (GDP) growth per family from 2009-2015. The gains 
were more evenly distributed after the tax increases in 2013 on higher-income earners. 


President Obama declared the bailout measures started under the Bush Administration 
and continued during his Administration as completed and mostly profitable as of 
December 2014. As of January 2018, bailout funds had been fully recovered by the 
government, when interest on loans is taken into consideration. A total of $626B was 
invested, loaned, or granted due to various bailout measures, while $390B had been 
returned to the Treasury. The Treasury had earned another $323B in interest on 
bailout loans, resulting in an $87B profit. 
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Zero interest-rate policy 


Zero interest-rate policy (ZIRP) is a macroeconomic concept describing conditions 
with a very low nominal interest rate, such as those in contemporary Japan and 
December 2008 through December 2015 in the United States. ZIRP is considered to 
be an unconventional monetary policy instrument and can be associated with 

slow economic growth, deflation, and deleverage. 


Under ZIRP, the central bank maintains a 0% nominal interest rate. The ZIRP is an 
important milestone in monetary policy because the central bank is no longer able to 
reduce nominal interest rates—it is at the zero lower bound. Conventional monetary 
policy is at its maximum potential to drive growth under ZIRP. ZIRP is very closely 
related to the problem of a liquidity trap, where nominal interest rates cannot adjust 
downward at a time when savings exceed investment. 


However, some economists—such as market monetarists—believe that 
unconventional monetary policy such as quantitative easing can be effective at the 
zero lower bound. 


Others argue that when monetary policy is already used to maximum effect, to create 
further jobs, governments must use fiscal policy. The fiscal multiplier of government 
spending is expected to be larger when nominal interest rates are zero than they would 
be when nominal interest rates are above zero. Keynesian economics holds that the 
multiplier is above one, meaning government spending effectively boosts output. In 
his paper on this topic, Michael Woodford finds that, in a ZIRP situation, the optimal 
policy for government is to spend enough in stimulus to cover the entire output gap. 


Chris Modica and Warren Sulmasy find that the ZIRP policy follows from the need to 
refinance a high level of US public debt and from the need to recapitalize the world's 
banking system in the wake of the Financial crisis of 2007—2008. 


The zero lower bound problem refers to a situation in which the short-term nominal 
interest rate is zero, or just above zero, causing a liquidity trap and limiting the 
capacity that the central bank has to stimulate economic growth. This problem 
returned to prominence with the Japan's experience during the 90's, and more recently 
with the subprime crisis. The belief that monetary policy under the ZLB was effective 
in promoting economy growth has been critiqued by economists Paul Krugman, Gauti 
Eggertsson, and Michael Woodford among others. Milton Friedman, on the other 
hand, argued that a zero nominal interest rate presents no problem for monetary 
policy. According to Friedman, a central bank can increase the monetary base even if 
the interest rate vanishes; it only needs to continue buying bonds. (Note: The quote 
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from footnote #3 may be misleading. Friedman was talking about Japan in 1989, 
when Japan's very tight monetary policy produced deflation which resulted in a zero 
interest rate. Friedman wasn't exactly advocating the "quantitative easing" that's been 
the Fed's strategy from 2008 to 2014. 
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